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PREFACE.

The need of a text-book upon the Science of Finance for

the use of colleges and universities is, I believe, generally

recognised, and it has been my first purpose in preparing the

present treatise to write a book that shall supply this need. A
second purpose for which the work was undertaken, and one
which perhaps exerted greater influence upon the choice of

topics and the manner of their discussion, was the desire to

contribute something to the development of a financial system
that shall satisfy the peculiar requirements of Federal and
local government in the United States. The initial step in

this direction consists undoubtedly in a clear presentation

of fundamental principles and in a true classification of the

means to be employed ; but this treatise does not content it-

self with analysis and theory. In all important cases it ap-

plies the administrative test to theoretical conclusions, and
insists that every constructive proposal should be judged by
its adaptation to existing conditions. It seems proper to make
mention of this fact because those suggestions which give

character to the programme of financial reform here submitted

cannot be appreciated except the reader recognise the em-
phasis placed upon administrative considerations.

Should it prove that this book is too extended for use in

institutions of limited elections, it is suggested that Book I,

Part I, and Chapters I and II of Book I, Part II, may be

omitted without seriously impairing the logical presentation

of the subject.

I cannot permit this opportunity to pass without express-

ing my obligation to Professor F. M. Taylor of the University

of Michigan for his many pertinent suggestions and criticisms.

I desire also to acknowledge my gratitude to Professor Frank
H. Dixon of Dartmouth College, who did me the favour of

reading the final proof. It was necessary to consent to pub-
lication during my absence from the country, a statement

which makes evident the extent of my indebtedness to Dr.

Dixon.

H. C. A.

Twin Oaks, August, 1898.
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THE SCIENCE OF FINANCE.

INTRODUCTORY CHAPTER.

GENERAL CONSIDERATIONS RESPECTING THE SCIENCE
OF FINANCE.

Definition of the Science of Finance.

The Three Fiscal Axioms.

(i) The Patrimony of the S^ate must not be Impaired.

(2) Political Restraints must be Established.

(3) The Political Organization must be Recognised.

The Nature of Public Wants.
(i) They Are Reducible to a Demand for Money.

(2) Consideration of Gratuitous Service.

(3) Consideration of Coerced Service.

General Divisions of the Science of Finance.

1. Definition of the Science of Finance.—The Science of

Finance treats of public expenditures and public income and
includes in its investigations all those varied relations neces-

sarily implied when considering such expenditures and in-

come. In its restricted sense, it pertains to the technic of

treasury administration and deals with those practical ques-

tions that arise in connection with the management of the

public purse. Regarded from the pedagogical point of view,

it forms a part of that comprehensive study, the Science of

Economics, and through economics it is related to the en-

tire group of political and social sciences. Speaking defi-

nitely, and with a view of grouping the problems which it in-

cludes, the Science of Finance undertakes an analysis of the

wants of the State and of the means by which those wants may
be supplied. All problems which find proper place within the

domain of this study may be considered in connection with

one of the two following questions

:

I



2 GENERAL CONSIDERATIONS.

First. What are the legitimate and necessary wants of a

State ?

Second. How may these wants be the most economically

and advantageously supplied ?

A number of problems in public economy commonly re-

garded as forming a part of the Science of Finance must be

excluded if the view just expressed respecting the nature of

that science be accepted as correct. Such, for example, are

the problems of money, currency, and banking. These have
to do with the mechanism by which all financial operations

are carried on, and not with the operations themselves. A
sound monetary system, a safe currency, and an efiScient

banking organization are important for private as well as

public transactions. They form a part of the conditions

necessary for the transfer of values, whether such transfers

be between two or more citizens or between the subjects and
the State. They pertain primarily to the machinery of com-
merce and are properly treated as chapters in Political Econ-
omy, a study which may be adequately defined as the science

of industrial association.

It is necessary that the distinction here brought to light

should be firmly grasped in order to guard at the outset

against misapprehension respecting the scope and purpose of

the Science of Finance. It is true that under certain condi-

tions questions of money, currency, and banking may play

an important part in the financial policy of the Government.
Suppose, for example, some great fiscal exigency to arise,

like the advent of a war, and that the Government lack the
instruments and agencies with which to make headway
against fiscal wants. It is quite possible that an administration

may feel obliged, as a preliminary step for collecting adequate
revenue, to undertake the creation of a new system of cur-

rency or banking. Such was the case in the United States in

1861. It is also conceivable, though the admission is full of

danger, that a government may, on account of failure of all

other means of filling a depleted treasury, be forced to issue

legal-tender notes which shall serve as money in commercial
transactions. Under such circumstances a law which aims to

create a banking system, or to provide a new medium of cir-

culation, becomes, for the time being, a part of the financial

policy of the administration. From this, however, it does not
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follow that a discussion of banking principles or of the prin-

ciples of monetary science forms a legitimate part of the

Science of Finance. The conclusions arrived at from such a

discussion find their support in Political Economy, and must
be accepted by the financier as part of the equipment with

which he approaches the solution of any particular financial

question.

Another mistaken id(2a respecting the Science of Finance

arises from failure to distinguish between public and private

financiering. The former holds in mind the service to be ren-

dered, the latter the profit to be derived from the service.

This distinction, the recognition of which is essential to the

proper understanding of the Science of Finance, will be more
fully explained in connection with the discussion of certaii^

fiscal axioms which follows. The Science of Finance has to

do with public and not with private financiering.

2. The Three Fiscal Axioms.—Since the Science of Fi-

nance treats of the wants of the State and the means of their

supply, it seems proper at the outset to inquire respecting

the nature of a State. The scope of such an inquiry must be i

limited by its purpose, and its purpose is to discover if the

State possess any universal or permanent characteristics

which may be accepted as final in the formulation of financial

principles, or in passing judgment upon specific financial

questions. This inquiry need not be undertaken by the stu-

dent of finance as an original investigation, for the teachings

of political philosophy furnish all the necessary information

for the unfolding of his peculiar science.

Current teachings respecting the nature and function of

the State point to three fundamental and universally true

principles, which we venture to term fiscal axioms, each of

which rests upon a fundamental and universally recognised

characteristic of the State.

(i) The Patrimony of the State must not he Impaired.—
This axiom rests upon the fact that the life of the States

is conceived to be eternal. As a matter of history, states"

do come to an end,—they are born, they grow, they decay,

they die,—but no statesman would for a moment think it

possible to present a policy adjusted to this fact, nor would

the publicist in discussing a current question accept the

decay of the State as a controlling consideration. Even
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historians when they describe the rise and fall of empires

do so for the purpose of pointing out the cause of decay,

in order that living states may avoid the errors of the

past. This is the first of the many instances which will pre-

sent themselves as our study proceeds, in which the public

and the private point of view are brought strongly into con-

trast. An individual is obliged to recognise the fact of death

and to adjust his affairs accordingly. To take an extreme

case for illustration, (and one of more frequent occurrence in

Europe than in this country), a man who has no one depend-

ing upon him may convert his property into a life-annuity;

that is to say, he may purchase with the total of his property

a promise from the State, or from some responsible corpora-

tion, of an annual payment during life. He has no interest

in the disposal of his property after death, and exchanges it

for an assured living while he may live. This as a business

transaction is controlled by the thought that the period in

which one's patrimony may be enjoyed is limited, and, judged
from the private point of view, is not necessarily bad financier-

ing. Such considerations, however, cannot be entertained by
the public financier. He is called upon to manage the prop-

erty of the people whose interests endure in perpetuity. He
must reason from the point of view of the State whose exist-

ence knows no limit; he is not, therefore, at liberty to com-
mute the patrimony of the State into extraordinary income for

a few years, nor in any manner to dissipate public property.

It is a fundamental principle of constitutional law that each
legislature shall hand down to its successor all the rights and
powers and jurisdictions which it received from its predeces-
sor ; so in matters of public finance it is incumbent that each
succeeding administration shall find as broad a field from
which to supply its needs and as fruitful a source of supply
as the administration which preceded it. This statement is

so reasonable and springs so naturally from the conception
that the State is a personality of perpetual life, that its mere
statement must secure for it universal recognition. It pro-

vides the Science of Finance with the first of its fundamental
or axiomatic truths, namely: A sound financial policy will not

impair the patrimony of the State.

But what, it may be asked, is the patrimony of the State ?

This depends upon the stage of development at which a peo-
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pie have arrived and upon the relation which at any time

exists between political and industrial life. In feudal times

the patrimony of a State consisted primarily in the royal

demesne, and the fiscal axiom under consideration led to

the formulation of many rules respecting the industries of

agriculture, forestry, fisheries, and the like, designed to

maintain the extractive industries in a flourishing con-

dition. These rules properly collated and classified, what-

ever the name by which they may be known, formed the

substance of the Science of Finance for the time to which

they pertain. In Germany they took the name of Kameral-

wissenschaft and were in fact the historical forerunner of the

later science.

In modern times, and among peoples who practise the law

of private property and the theory of individual rights, the

patrimony of the State consists in a flourishing condition of

private industries. Public revenue is not secured to any

great extent from the ownership and direct management of

productive property, but from taxes levied upon industries

the property of citizens. The more flourishing these in--

dustries, the larger is the fund to which the State may appeal

for public revenue, and on this account it should be the prime
consideration of the financier that nothing be done which will

in any way tend to impair the efficiency of private industry.

A sound policy of public finance must rest upon a thorough
knowledge of political economy.

To illustrate yet farther what is meant by the patrimony

of the State, it may be remarked that there appears to be at

the present time a tendency toward the substitution of public

for private ownership in certain industries. In so far as this

tendency is realized by modern governments it appears that

the patrimony of the State consists in the productiveness of

the industries in question. Suppose, for example, the railway,

express, and telegraph industries to have been assumed by
the Federal Government; or the service of supplying gas,

electricity, water, and rapid transit to have been assumed by
the municipalities. The source of revenue in these cases

would be the profit secured by the operation of such indus-

tries, and these industries would then become a part of the

patrimony of the State. It seems, then, that this word patri-

mony, whrich the first fiscal axiom asserts will not be im-
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paired by the financial policy, is not a thing that is fixed, but

that it changes with the ideas of political and industrial rights

entertained by the people. The axiom, however, remains al-

ways the same, and by it the financier is precluded from enter-

ing upon any line of policy which shall permanently impair

the sources of public revenue.

(2) Political Restraints must he Established.—^A second per-

manent characteristic of the State is that the State does

not exist in and of itself, but for the purpose of perform-

ing certain delegated functions. It has a legal rather than

a physical or a psychological existence. The important

conclusion which follows from this statement is that public

administration is not confined to the ordinary motives which

give direction to business transactions. The State stands by
itself, and, there being no possibility of comparison, it cares

nothing for riches as such. The desire for profit which con-

trols all private transactions is foreign to its nature, and, con-

sequently, in all that the State does it is superior to the rules

of ordinary capitalistic industry. The principle of competi-

tion which guarantees a just price for most commodities has

no play in public aflfairs. All State enterprises are, or at

least they may be, strict monopolies, and there is on this ac-

count no guarantee in the nature of the conditions under
which the services are rendered that the subjects of a State

will be treated in a spirit of fairness. That which the indi-

vidual desires in the expenditure of his income (and this desire

is regarded as a fundamental right among commercial peo-

ples) is, that he shall pay no more for a service than its legiti-

mate and necessary cost, no matter whether it be rendered

by the Government or by a private person. Any charge in

excess of cost is conceived to be extortionate. Now, the

peculiar fact to which the above-mentioned characteristic of

the State points is, that there can be no commercial guarantee

of fair treatment in the relations which exist between the State

and the citizen. It is essential, therefore, that other means
be devised for the control of those who are intrusted with the

exercise of public powers. The two principles known to

civilized society by which the actions of men are controlled,

so far as these actions pertain to the rendering of services, are

the competitive principle and the political principle. Besides

these two, there are no other means of controlling the actions
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of men; and if conditions are such that the competitive

principle cannot produce the desired results, reliance must
be placed upon the political principle. The fundamental or

axiomatic truth to which these considerations lead lies wholly

upon the surface, and may be accepted as the second of the

fiscal axioms which find their root in the permanent charac-

teristics of the State. It is as follows : A sound fiscal system

will establish political restraints in order to insure that all services

rendered by the State shall be rendered at the least possible cost. ^

The importance of this truth in directing the development
of the Science of Finance will be more clearly recognised

when it is observed that the State is the sole residence of co-

ercive power.* It alone of all organizations or associations

of men has the moral and legal right to use force in the attain-

ment of its ends. It is of course essential for the welfare of*

society that the right of coercion should be lodged some-*

where, and that certain persons should be intrusted with its-

exercise ; but there is great danger incident to the mere exist-

ence and recognition of this right. The tyrannies which his^

lorians describe have commonly arisen from the fact that the.

grant of coercive power, which from its very nature inheres

in government, is used by governors for personal ends. The
form of this tyranny changes with the successive fashions of

society, but its character is always the same, namely, the em-
ployment of a public power in a personal manner. Now the

Science of Finance assumes no priority as guardian of the

liberties of the people; but so far as these liberties are en-

dangered by the constant encroachment of personal interest

into public service, there is no domain of administration in

which provision may be made against such encroachments as

easily or as effectively as in that which has to do with the

collection and the expenditure of public moneys. This entire

subject will be more fully considered in connection with

Budgetary Legislation. Sufficient has been said here to show
that, because the State is naturally monopolistic and exclusive

in all that it undertakes, and because it is the sole residence

of coercive power, the principle of public financiering, which
asserts that public service must be rendered at cost, and
the axiom that political restraints must be established ia

* Bastable, Public Finance, p. 41.
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order to realize this principle, are truths which lie at the basis

ol the Science of Finance.

(3) The Political Organization must be Recognised.—^A third

characteristic of the State is that the State is an historical

product, and as such takes upon itself various and
peculiar forms. Government is a permanent fact in human
society, but the working theory which underlies government
is subject to constant change. It is not the same for dif-

ferent peoples at the same time nor for the same peoples at

different times; yet at any stated period it reflects the social

aspirations of the people, and conforms to the conception

of individual rights and duties entertained, as also to

the stage of development and condition of intelligence at

which the people have arrived. It is the recognition of this

fact which leads one to appreciate the third of the fiscal

axioms disclosed by an analysis of the characteristics of the

State, which is as follows: A successful financial system will

conform to the political ideas which for the time being control

society, and adjust itself to the political structure of the particular

society to which it applies.

a. This fundamental truth, it will be observed, is presented

in two separate statements, and it may be well in proceeding
to its illustration to treat the statements in the order of their

presentation. It is asserted, in the first place, that a financial

system must conform to the political ideas which for the time
being control society. Reference is here had to those broad,
comprehensive views of individual and public rights which
underlie social relations. Even a superficial study of history

shows that the Roman State, for example, was actuated by po-
litical ideas essentially different from those of the Swiss Fede-
ration; that the fundamental conception of class relations,

of public duties, of individual privileges, and the like, were
not the same for the two peoples ; and that the government
of the former must have been upon an entirely different pat-

tern from that of the latter. Every society has what may be
termed its legal framework, which conditions all forms of ac-

tivity, both public and private. This framework is found in

the laws, or in customs more enduring than laws, by which
the admitted rights of all persons, classes, or associations are

definitely stated. Now it is a truism to say that fin-uncial

regulations, the aim of which is to secure revenue for the
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support of the State, should conform to the political ideas ex-

pressed in the constitution of society, for the financial system

is in reality the fiscal expression of the social and political

aspirations of the governing class. This may be clearly com-
prehended 'if some of the mor.e salient points of two or three

financial systems which history discloses are passed in review.

Most of the ancient states were founded on conquest, and
the most conspicuous feature of their society was its military

organization. The theory of rights and of duties which in

modern times is conceded to apply in the same manner to all

men was commonly in ancient societies restricted to the re-

lation of freemen to freemen. No rights, social, industrial, or

fiscal, were conceived to exist for a vanquished people as

against the State. Revenue was largely in the form of tribute

or arose from confiscation or booty. During the latter days

of the Roman Empire, it will be remembered, one half of the

booty went to the army, the other half to the civil govern-

ment. In Athens during the days of her power three-fifths

of the public revenue arose from tribute.* In the military

organization of society the fiscal system will inevitably be

military in character.

Following the fall of the ancient states a new principle of

association made its appearance, and society took upon itself

the form of feudalism. It will be futile to attempt to charac-

terize the political ideas of the Middle Ages by a single

phrase; but the fact of importance for the purpose of our
present illustration is that government was proprietary rather

than military in its organization. In theory all landed pro-

perty, (and landed property constituted the bulk of all property

known to the industries of the times), belonged to the king,

who assigned it to his dependents in return for military ser-

vice, who in their turn assigned it to their dependents in re-

turn for labour. The king retained for royal use an amount
necessary to meet the needs of himself and household, and
the feudal lords did the same in their respective manors.

They and their households represented the de facto govern-

ment, and performed all military and juridical service without

making any regularly recurring demands upon the people.

The State was chiefly supported out of the earnings of the

* SchBnberg's Handbuch der folitischen Oekonomie, B. III. p. 14,
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property of those who represented the State, contributions

from the earnings of individuals being at first of the nature of

special assessments to meet special emergencies. It was a

source of income which the feudal principle assigned to the

State, and not the right to demand a portion of the income of

citizens. One is not at liberty to assume that under such

conditions no system of finance could have been developed.

Both analysis and history would deny such an assumption.

It is, however, correct to say that a feudal system of finance

must conform to the requirements of a proprietary govern-

ment, and that these requirements are essentially different in

their form, and in their tests of success, from those which
pertain to a military society on the one hand or to a demo-
cratic people on the other.

The principle of association which in the course of history

followed the decay of proprietary government is what may
be termed the political principle. Its development goes along
with philosophic democracy, constitutional government, and
private property. The conception of the rights of individuals

and of the place of government in society is wholly changed
from that which asserted itself in feudal times. Government t

is now conceived to be an agency to which certain definitely

prescribed functions are assigned, and, like any agency, right- \

fully demands support adequate to the satisfactory perform-
ance of its assigned functions.

The chief personage in this adjustment is the citizen, in

whom ultimately all rights rest, and for whom all privileges

exist and all services are rendered. Private property is an
essential part of this scheme of association, and it is to utter

the most apparent truism to say that the financial system of a
people whose ambition it is to realize the principles of political

association must adjust itself to the requirements of constitu-

tional government and to the demands of private industry.

The financier is not at liberty to idealize his historical en-
vironment, for by so doing he will fail to realize a workable
system. In this fact the Science of Finance finds a canon of
judgment by which the propositions and plans of financiers

or social reformers are to be tested. The first requisite of a
financial system is to secure adequate funds for government,
and to secure them in such a manner as to be least burden-
some to the people. In order to do this the demands made
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by a financial system upon the citizens of the State must fit

into the accepted system of political, social, and industrial

rights.

b. The second part of the third financial axiom is that

a financial system must adjust itself to the political structure of

the particular society to which it applies. For the elucidation of

this truth attention may be confined to the various forms of

constitutional government which at the present time exist.

All of these governments are endeavouring to realize the same
general idea of political and social rights; inasmuch, how-
ever, as they have come to this by various paths, it is no
occasion for surprise to discover marked differences in their

constitutional structure. This being the case, it is the duty

of the financier in any particular country to acquaint himself

with the facts peculiar to his own State, and while much may
be learned from a comparative study of various financial sys-

tems, he will do well to confine his definite proposals to meet
the peculiar conditions of his own historic environment. In

all discussions of financial rules and principles it is essential

that this limitation of their application should be recognised.

The most pertinent comparison to which reference may be

made for the purpose of illustration is found in the marked
contrast which exists between the fiscal systems of the Ger-

man Empire and of the United States. Both of these peoples

are endeavouring to realize constitutional principles. Both,

also, so far as form is concerned, are Confederated Unions;
yet so different is the history of these two peoples that little

of a common character may be found in their respective

financial systems.

By referring to American history it will be remembered
that prior to the Revolutionary War the thirteen colonies

sustained no important political relations between themselves.

Each colony was dependent upon the mother country, and it

was not until a common menace arose that they came to

recognise community of interests. This appreciation of a

common danger was the beginning of a national life which
succeeded eventually in expressing itself in a fairly strong

centralized government. At the time the independence of the

colonies was formally recognised, however, so great was the

fear on the part of the new States lest their political impor-

tance should be overshadowed by the central authority that
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the government created to represent national interest was but

a weak and halting affair. This was the government which

rested upon the Articles of Confederation, and, as is familiar

to every student, it was not granted adequate authority to

protect the interests of the newly established nation. The
particular difificulty encountered arose on account of the re-

served right of the States to withhold financial aid. Accord-

ing to the theory adopted, the finances of the Confederation

rested entirely on requisitions upon the States; the central

government being, in consequence, deprived of any inde-

pendent source of revenue. A government without revenue

can, of course, show neither independence nor strength ; and
in the readjustment which took place on the occasion of the

adoption of the present Constitution this weakness was over-

come by granting to the central authority the exclusive use of

customs duties as a source of revenue. With this exception,

however, the States were left in, undisturbed possession of all

the sources of income which they had previously enjoyed.

In this way it came about that the finances of the several

States are not only entirely independent of each other, but
are likewise independent of the Federal Government. The
political theory to which the Constitution was adjusted recog-

nised the States as the original sovereignties, and as still re-

taining all sovereign powers which were not expressly granted
to the Federal Government when it was established. There
is, consequently, no opportunity for any credit and debit ac-

count between the central government and the States, nor is

it possible, except by means of agreement, to attain any har-
mony in the financial legislation of the States themselves. It

is thus observed that, on account of the peculiar history of the

American people, the financial systems of their several govern-
ments cannot easily become a uniform and harmonious
whole ; they are rather an aggregation of financial systems of

separate and independent sovereigns.

In Germany, on the other hand, different historical condi-
tions have produced essentially different results. Here, as

in the United States, the Imperial Government was created

out of a union of independent States whose rights and duties

as part of the Empire are definitely stated in a written Con-
stitution. Under the peculiar historical conditions, however,
at the time this union was effected, the jealousy existing be-
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tween the States did not pertain to questions of revenue, and,

consequently, the financial adjustments ware such as com-
mended themselves to judgment rather than to prejudices and
jealousies. Moreover, the preponderance of Prussia in the

Confederation, whose king was declared to be the hereditary

head of the Empire, rendered it safe for the Imperial Govern-
ment to allow to the respective States certain financial rights

which could not have been allowed had the States making up
the Empire been equal in population and area. When, there-

fore, it is learned that the financial system of the German
Empire is one which incorporates the theory of requisitions,

which maintains a debit and credit account between the Im-
perial Government and the States, and in which the officers

who collect the Imperial revenue are State officers, one can

easily appreciate how this adjustment is natural in view of the

historic conditions under which the Constitution was formed.

It is considerations of this sort which lead to the assertion that

a financial system must be judged in the light of its relation to

the past of the nation to which it applies. A question of

financial adjustment is always at last analysis a constitutional

question.

As another illustration of the same thought, reference

may be made to the ratio of local and central expenditure in

the various governments of the world. In the United States,

for instance, sixty per cent of all public expenditures are

local or non-Federal expenditures, while the local expendi-

tures of France are less than thirty per cent of the aggregate.

No fact could more clearly indicate that the administrative

structure of the former is essentially dififerent from that of the

latter. Differences of this sort are familiar to the student of

comparative finances, and the more extensive his investiga-

tions the more pronounced will be the impression that the

first duty of a financier is to know his own people. The po-

litical and social ideas of the time are for him given factors;

they are elements in the problem he undertakes to solve. It

will not do for the financier to fail in his appreciation of his-

toric perspective, or to ignore the very narrow and limited

margin of choice which at any particular time is presented to

him. It is such considerations as these which lead one to

assert that the third of the fiscal axioms which have been pre-

sented cannot be safely disregarded: A financial system must
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conform to the political ideas which for the time being control so-

ciety, and adjust itself to the political structure of the particular

society to which it applies.

3. The Nature of Public Wants.—A consideration of the

nature of the State has led to certain fundamental truths which
financiers cannot disregard. The second step in the unfold-

ing of our study is to inquire respecting the nature of the

wants of the State, to supply which is the aim of a financial

system. It is not necessary in discussing the wants of the

State to enter upon any abstruse or metaphysical analysis.

The meaning of the phrase lies wholly upon the surface, and
suggests itself at once when it is recognised that the State

must always be represented on its formal side by a govern-

ment, and that government stands forth in the person of the

individuals who represent it. Indeed, no error can arise

should the Science of Finance conceive of the State as a cor-

poration intrusted with the performance of certain delegated

functions. It comes then to be a legal personality, the same
in kind, though not in the nature of its powers nor in the

motives which control its conduct, as any other corporation,

and its wants are of quite the same sort as those of an ordinary

business concern. By conforming to such an idea our sub-

ject takes upon itself that simplicity and clearness essential

.for just conclusions. Much of the profundity of thought

which many profess to discover in this science is in reality

foggy thinking, and arises from the proneness of publicists to

dally with metaphysical conceptions.

(i) Public Wants Are Reducible to a Demand for Money.—
The wants of the State vary from time to time, but, confining

our analysis to peoples familiar with constitutional government
and with the institution of private property, they are, as al-

ready remarked, the same in kind as those of a corporation

intrusted with the management and development of an ex-

tensive business. That is to say, the State needs to own a

certain quantity of land and to control a certain quantity of

labour or service.

Since the principle of feudalism gave place to the principle

of representative government, the amount of land which must
be placed at the disposal of the State has greatly decreased.

It is only necessary that the State should own, or directly

control, a sufficient amount of land to serve as standing
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ground for the performance of its delegated functions. The
land owned by modern governments is used chiefly for such

purposes as building sites, forts, navy-yards, public parks,

and the like; wherever an exception to this rule appears, it

may be regarded as evidence that some of the old feudal forms
are yet maintained, or that society is adjusting itself to the

ideal of socialism. Either of these conditions is out of har-

mony with what has been characterized as the political prin-

ciple of association.

Not only is the amount of land required by the modern
State limited to what it can directly use for governmental
purposes, but in securing this land the government resorts to

no unusual method of procedure. It buys its land in open
market, in the same manner as a private person. It is true that

in the theory of English law the title of all land is held from
the State, and that the State can exercise in its own interest

the right of eminent domain ; but an industrial corporation

also may secure for itself the exercise of that right if it

can show that the land is to be used for a public pur-

pose. It thus appears that the demand for land is reducible m

to a demand for money. Land itself has ceased to be a dis-

tinctive element in the financial policy of the State, a fact

which will be more clearly seen when, in a subsequent part of

this study, the policies of modern governments respecting

public domain are considered.

The second requirement of the State is control over labour

or service. The State stands forth in the person of public

oflficers or employes who, giving their time to the public ser-

vice, must be supported at the public charge. Here, as in

the case of land, political government is in bold contrast with

proprietary government. In the feudal system public services

were rendered by the governing classes without specific pay-

ment for definite service. The theory seemed to be that a

definite amount of property was set aside for the use of those

rendering governmental or social service. At present, how-
ever, the greater portion of productive property having been

assigned as the property of individuals, and being used as

the source of personal profit, the State is obliged to pay for

the labour of those who render pubHc service in the same
manner as a private corporation. This means that the second

great want of the State, namely, the want of service and
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labour, is for the most part reducible to a demand for

money.

(2) Consideration of Gratuitous Service.—While it is true

that money payment for public service is the general practice

among modern governments, the exceptions to this rule are

sufficiently numerous and important to deserve special con-

sideration. The relative merits of gratuitous and coerced

services on the one hand and of paid service on the other may
yet be regarded as an open question, so far as a few classes

of public duties are concerned. As an illustration of gratui-

tous service mention may be made of the custom, so common
among the smaller cities of the United States, of attaching

no salary to the office of mayor. Regents of State univer-

sities, trustees of asylums, boards of visitors of public insti-

tutions, and in general all who render public services of an
analogous nature, place their time and skill at the disposal of

the State without pecuniary compensation. Sometimes this

so-called gratuitous service is in reality a coerced service, as

for example in those cantons of Switzerland where citizens are

obliged by law to accept office, for at least one term, if elected

thereto. Yet another illustration of gratuitous service is

found in the English custom of withholding salary from mem-
bers of Parliament.

The motives which induce men to serve the public without
pay are various. In some cases it is the honour or social dis-

tinction attached to the office, or the satisfaction of one's

ethical instincts. It is possible also that incidental benefits

accrue to the holder of office, such as the expectation of po-
litical preferment or the control of government machinery for

personal or class ends. But whatever the motive may be,

provided an exception be made for boards of management of

semi-philanthropic institutions, it is believed that gratuitous

service is inconsistent with either efficient government or the

most equable administration of public affairs. The reasons

for this opinion are four, and as follows :

First. The motives which impel men to render gratuitous

service are not constant and persistent, and consequently re-

liance cannot be placed upon them for the most efficient pub-
lic service. Patriotism, under the impulse of strong excite-

ment, is capable of eflfecting prodigious results, but it is apt

to die away with the occasion which brought it forth. While,
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therefore, it may be wise in times of exigency to appeal to

this motive for securing service, it cannot be accepted as a

basis for rendering continued service. A sense of honour and
a desire for social recognition are more reliable as main-

springs of conduct than patriotism, but even these are not

able to endure a long-continued strain. They generally come
to men late in life, and their force weakens with the posses-

sion of the honours sought. Honour and social distinction,

like patriotism, are limited to a comparatively narrow range

of services. It may be conceded that ambition is more per-

sistent than the desire for social distinction, but a considera-

tion of the manner in which it works shows that it exercises

greater power in the securing of an office than in the per-

formance of the duties of the office when secured. For this

reason it cannot be accepted as an adequate basis of govern-

mental service. The only constant and persistent motive, the

only motive which works all the days of the week and is of

about the same strength throughout the years, is the purely

economic motive; that is to say, the desire for income. An
analysis of motives surely warrants the conclusion that the

demand of the State for service may, with few exceptions, be
reduced to a money demand.

Second. It is essential in a good scheme of government
that a public officer should be held to strict responsibility for

the manner in which he performs the function of his office,

and this it is impossible to do if he renders gratuitous service

to the public. He will not feel that there is anything person-

ally at stake in the manner in which he performs public duties,

nor will the public be very stringent and exacting in its de-

mands upon him. If, however, an officer be paid for his ser-

vice so that he relies upon it for an income, the work which

he performs appeals to him in the same manner as that of the

physician, the merchant, or the mechanic ; and the public also

regards itself at liberty to hold the incumbent of an office to

a high grade of efficiency. This second argument against

gratuitous service may be summed up in the adage: The
more business and less courtesy in public affairs, the better

the government.

Third. A third consideration against gratuitous service is

found in the fact that such service can never be a trained

service. In so far as public service is rendered without pay,
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it must be rendered by men who have already secured a com-
petency. This means that the majority of public servants

must be men of advanced years, and men who have spent the

period of life commonly devoted to education in making
preparation for work entirely different from that demanded
by the State. Gratuitous service, therefore, means that the

government must educate its officers after it has taken them
into its employ, which is not only expensive in itself, but must
lead to an inferior grade of service. From this it appears

that the so-called gratuitous service may in the end prove to

be a very expensive service. In applying this argument, how-
ever, one should hold in mind the administrative rather than

the legislative functions of government.

Fourth. The final thought against gratuitous service per-

tains primarily to legislative functions, and springs from the

fact that, by excluding from the service of the State all who
have not acquired a competency, the danger is incurred of

placing the machinery of government at the disposal of the

wealthy classes. This suggests the principal argument for

the payment of members of Parliament in England. It is

claimed that failure to make pecuniary compensation for the

services of legislators excludes the labour interest from any
representation in the law-making body, since they who clearly

understand that interest cannot afford to give their time to

legislative functions. Speaking generally, though there are

of course many exceptions to this rule, one who is anxious to

serve the public gratuitously in any important place of honour
and trust comes justly under the suspicion of desiring the office

for personal ends. From all these considerations it might
easily come about that gratuitous service would be gratuitous

in name only. The rule that public service should be a paid
service admits of few exceptions.

(3) Consideration of Coerced Service.—So far as coerced
service is concerned, there is a pretty well-defined practice

among modern peoples. The existence of the State is con-

ceived to be of more worth than any of the personal rights

of citizens, and, provided political necessities warrant extreme
measures, the State is at liberty to exercise its power of co-

ercion, even to the extent of demanding that a subject

place his life in jeopardy for the life of the State; and it

depends entirely upon the military policy whether reliance is
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placed upon a volunteer service with the reserved right of

draft in case of emergency, or whether a labour tax is im-

posed upon a people for the support of a permanent standing

army. In either case, however, no invidious discrimination is

allowed as between citizens. The coercion of military service

must be according to some general law.

Germany presents a good illustration of a military or-

ganization based upon the exercise of coercive power. All

male citizens, with some few exceptions which need not here

be mentioned, are obUged to serve three years in the standing

army and to remain for twelve years longer as a part of the

army reserve. That is to say, Germany imposes a special

labour tax for the purpose of procuring military service, and
consequently is exempt from the necessity of imposing as

large a money tax for the support of the army as would
otherwise be the case. The merit of this system, regarded

from a financial point of view, depends very largely upon the

relative burdens of a labour tax on the one hand and a money
tax on the other, as well as upon the incidental benefits which
accrue from the two plans of military organization.

The other system of procuring military service is through

money payments to volunteers. This system is followed

notably by England and the United States. In ordinary

times those who enter the army do so because they find here

a profession or calling which is suitable to their tastes. In

the United States, where the volunteer system is applied most
extremely, a military emergency is met through an appeal to

patriotism or by the use of the draft. It is true that all en-

listed men are placed upon the pay-rolls of the army, but, with

rhe exception of those who are induced to enlist in times of

peace, this pay cannot be regarded as a fair compensation for

the service rendered. Those who enlist through patriotism

are rendering a partially gratuitous service to the State, while

the service of drafted men is a coerced service. It seems,

then, so far as military organization is concerned, that the

State is obliged to rely more or less upon its sovereign power
of coercion. From an economic point of view there is little

question that the labour tax, as practised by Germany, rests

more heavily upon the industries of the people than a cor-

responding money tax. It is equally certain that the con-

siderations of military efficiency would lead to an acceptance
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of the German system. The extent, therefore, to which it is

wise for a people to rely upon an exercise of coercive power

in the maintenance of its military system depends upon the

relative importance of industrial and military excellence, and

this in its turn is very largely a matter of geographical situa-

tion and political conditions.

The conclusion to which this consideration leads is, that

military service presents something of an exception to the

rule that the demand for labour by the State is reducible to a

money demand.
Another illustration of coerced service is found in the prac-

tice followed by many States of calling upon individuals to

devote a certain number of days to work on the public high-

ways. This is called the " road tax," and is, in form at least,

a labour tax, although it may be commuted into a money
payment. Experience shows this procedure to work badly in

every way. No systematic improvements are possible under
it, since each man insists on paying his tax to the public

by working upon the roads adjacent to his own property, and,

like all community work, it is rendered without care and with-

out responsibility. For working out the tax those days
are selected which cannot be used for any other p'urpose, and
the uniformly bad condition of the country roads in many
parts of the United States is an evidence of the inadequacy
of coerced service in the maintenance of highways.
A third illustration of coerced service is found in the jury

system as practised in the United States. A small per-diem
payment, it is true, is allowed to jurors, but the universal
desire to escape this service shows the payment to be no in-

ducement. From the nature of the case, however, it is essen-
tial that courts should be granted the liberty of enforcing this
service, since it would be impossible otherwise to carry on
the jury system.

In conclusion, it may be said that, with the few exceptions
named, and others allied to these in principle, the demand of
a State for labour or service is, like the demand for land, re-
ducible to a money demand ; and our investigation may pro-
ceed on the assumption that what the State wants for the
satisfactory performance of its duties is control over an
adequate money supply.
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4. General Divisions of the Science of Finance.—It re-

mains for us to consider in this introductory chapter the

nature and scope of the specific class of questions which claim

the attention of the Science of Finance. As was remarked in

connection with the definition of this science, all questions

which find proper place in finance pertain either to the deter-

mination of the legitimate and necessary fiscal wants of a

State, or to the manner in which those wants may be the

most economically and justly supplied. Our science divides

itself into two parts, along the lines thus marked out. Part I

concerns itself with Principles of Financial Legislation and
Administration, and will be treated under the two heads of

Public Expenditures, and Budgets and Financial Organiza-

tion.

Under Part II will be found an analysis of the Source of

Public Revenue, which leads to a separate consideration of

Public Property, Taxation, and Public Credit.

A study of the source of public revenue comes naturally

into the Science of Finance. Indeed, most English writers

have contented themselves with a consideration of this part

of the subject, and have commonly entitled their treatises

Taxation* Taxation and the Funding System,-f and the like.

It may be a little more difficult to perceive with clear-

ness the steps by which the theories of expenditure, the con-

siderations of budgets and budgetary legislation, and the rules

and principles of financial organization are brought into the

domain of this science; or, if the mind easily admits a con-

sideration of these questions, the limit to which they may be

properly carried is not so easily determined. For this reason

it may be well to explain somewhat in detail these lines of in-

vestigation and the manner in which they are introduced.

A slight knowledge of public affairs makes it evident that

a person or a party intrusted with the exercise of govern-

mental power is subjected to certain peculiar temptations that

present themselves in connection with financial administra-

tion. There is, in the first place, great danger that the

government will demand money for the purpose of perform-

ing services which may be performed better and more cheaply

by individuals, Such a demand would result in an unwar-

* Peto. + McCulloch.
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ranted increase of public revenue. Closely allied with this is

the danger that excessive demands for money may be made by

government for purposes which are approved. This is no

evidence of corruption on the part of legislators, nor does it

imply that they intentionally make excessive demands. It

is evidence rather of carelessness, or of ignorance of the con-

sequences bound up in a given vote. It is an inevitable result

of the transaction of business by a large body of men. The
remedy open to the citizen against wrongs of this class, ex-

cept in case of constitutional or legal provisions which limit

the amount of taxation, is the political remedy. He is at

liberty to cast his vote against the party representing the

government guilty of an undue demand for money, and, in

order that he may exercise this political remedy wisely,

it is essential that the general principles of public expendi-

ture should be clearly understood. How far is a govern-

ment justified in encroaching upon the income of citizens for

the purpose of the public service ? What relation has pub-
lic expenditure to the stage at which a people have arrived

in their social, political, and industrial development ? Are
there any fundamental principles of expenditure which may
be used as canons of judgment ? What in general are the

facts of public expenditure ? What have been the move-
ments in the past and what are the tendencies at present ?

These and other questions of like sort must receive considera-

tion before one can judge correctly what proportion of the

actual income of a nation may be legitimately demanded by
the government. It seems, therefore, that because of the

temptation to over-expenditure on the part of the government
—which history declares to be an ever-present temptation,

—

and since the only method of guarding against undue demand
for revenue lies in an enlightened public sentiment, an
analysis of Public Expenditure finds easily and naturally a

place in the Science of Finance.

There is also danger that the methods adopted for raising

the necessary funds will not be in harmony with the demands
of sound economy, and that the revenue system will in conse-

quence disturb the orderly industrial development of the na-

tion. The second fiscal axiom would in this manner be dis-

regarded, for such a revenue system would tend to impair

the patrimony of the State. The dangers here brought to
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view are such as are incident in the passage of money bills.

They cannot be controlled to any great extent by statutory

enactment. Much, however, can be done to avert the dan-

gers thus brought to light if the legislative body, before taking

up any specific question of expenditure, lay down such rules

of parliamentary procedure as will insure adequate study of all

financial measures and render ignorance on the part of any
legislator respecting the consequences which follow upon his

vote a political crime. In this manner the danger of ill-

advised financial legislation will be lessened. A consideration

of such parliamentary rules constitutes that chapter in the

Science of Finance which passes under the name of Budgets,

and the propriety of including budgetary legislation in this

study is thus rendered apparent.

The third danger to which the public is exposed in connec-

tion with financial administration is found in the fact that

money properly appropriated may be lavishly expended. No
mention need be made of the temptation to theft always pre-

sented to men in control of large expenditures, nor of the

fact that the accounting departments of government must
provide means of detecting such an offence. As in the case

of appropriations, the chief danger lies in the carelessness

of public servants, and in the desire of men intrusted with

office to magnify their personal importance by increasing

the amount of money placed at their disposal. It is the

weaknesses of officials rather than their criminal inclina-

tions that result in lavish expenditures, and it should be
the aim of a well-organized financial administration to pro-

vide for the sure exposure and quick punishment of an in-

judicious or careless use of public funds. In no other manner
can the fundamental, requisite of a sound financial system be
realized, namely, that a service rendered by government
should be rendered at cost.

From the foregoing analysis we arrive at the following

conclusions

:

A theory of Public Expenditures finds place in the Science

of Finance because of the danger to which the public is ex-

posed that the administration will make excessive and un-

necessary demands upon the incomes of citizens.

Budgets and Budgetary Legislation are included in this
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investigation because established parliamentary methods are

essential to an intelligent vote upon financial questions.

A consideration of Financial Organization is necessary to

a comprehensive investigation into public finances because

established rules of procedure and an appropriate administra-

tive organization are necessary for the successful execution

of fiscal laws. In a comprehensive treatise this might pro-

perly be made the subject of an independent investigation; in

this essay, however, it is presented as the concluding chapter

of budgets and budgetary legislation.

Part I of this treatise is divided into two books:
I. Theory of Public Expenditures.

II. Budgets and Budgetary Legislation.



PART I.

PUBLIC EXPENDITURES.

BOOK I.

THE THEORY OF PUBLIC EXPENDITURES.

CHAPTER I,

CONCERNING THE NATURE OF PUBLIC EXPENDITURES.

The Point of View from which Public Expenditures should bi

Regarded.

(1) The Individual Point of View.

(2) The Collective Point of View.

The Appropriate Method of Investigation.

The purpose of a study of public expenditures is to dis-

cover the meaning of expenditures through the agency of the

State for the life of the people, and in this manner to arrive

at those general principles which control governmental appro-

priations. Some of the considerations which present them-
selves in this connection have been recognised by writers

upon finance in their treatment of the just limits of taxation,

but there are many reasons why the class of questions which
lie in controversy may be more advantageously approached

from the side of appropriations than from that of taxation.

The general principles disclosed by a study of public ex-

penditures cannot be formulated into definite rules of adminis-

tration ; this, however, is no reason for regarding them as un-

important, since they will prove to be of assistance in defining

the several points of view from which appropriations may be

considered, and in this manner lead to an adjustment of the

25



26 N/1TURE OF PUBLIC EXPENDITURES.

nation's finances in harmony with the poHtical aims and social

theories accepted by a people. This remark seems neces-

sary in order to curb somewhat the expectation of the student

that the conclusions of this investigation into public expendi-

tures will be of a very definite or explicit character. For the

purpose of guarding against an ill-advised use of public

moneys, whether in the form of extravagant appropriations

or of equally extravagant parsimony, reliance must be placed

upon what has been termed the political remedies for public

abuses, and, as has been already remarked, it is essential to

the efficient v/orking of this remedy that the people be in-

formed upon all matters pertaining to the use of public

moneys. The analysis that follows may be regarded as a

contribution to the formation of an efficient public opinion.

5. The Point of View from which Public Expenditures

should be Regarded.—^The question which arises at the

threshold of this investigation pertains to the point of view from
which public expenditures are to be regarded. Shall the experi-

ence of the individual in the expenditure of his private income

be accepted as pertinent in considering the fiscal operations of

-the State, or does the nature of the State differ so radically from
the nature of the individual that considerations which may pro-

perly influence the one are necessarily foreign to the interests

of the other ? Upon this point there does not seem to exist any
harmony of opinion among writers on finance. The tendency

at the present time is to emphasize the dififerences which exist

between individuals and the State, and to assert that the ex-

perience of the individual is of little use when the broader

questions of public economy are under consideration. While
agreeing substantially with this point of view, so far at least

as to recognize that much the larger number of practical ques-

tions in public expenditure rest for their proper understanding
upon the fact that the State represents a collective and per-

manent rather than a personal and terminable interest, it is

readily admitted that the arguments which naturally spring

from it may be applied with such rigour as to lead to de-

cidedly erroneous results. Although the State in its fiscal

^^perations must follow rules imposed by its own nature,

r\^)jRis should not blind one to the fact that the government
does not exist in and for itself. Questions of public expendi-

ture are not to be judged independently, but rather in the
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light of the relation which public activity holds to private

activity. So important is this consideration for a proper un-
derstanding of the subject that we may pause for its more
perfect elucidation.

(i) The Individual Point of View.—The most common as

well as the most crude form of presenting the thought that the

financier has little or nothing to learn from a study of domes-
tic expenditures is found in the statement that the individual

adjusts expenditures to income, while the State adjusts in-

come to expenditures. In a sense this is true, but the im-
pression which it leaves is hardly tenable. It is true that

the State, being a corporate! personality, has no pecuniary

needs except such as are required for the performance of iis

delegated functions. It is true also that in order to perform
the services assigned the government must be placed in pos-

session of a definite amount of income. But it must not be
forgotten that the general income of the people, from which
the income of the State in large measure arises, should as a

matter of right and does as a matter of fact exert a decided

influence upon the extent and character of the functions which
the State may undertake. The government of a wealthy peo-

ple may very properly enter upon services calling for in-

creased revenue which would not be defensible in the case of

a poorer people. It thus appears that for public expenditure

as well as for private expenditure there does lie back of the

question of the amount that may be economically assigned

the conception of a fund of wealth out of which payment must
be made. Public appropriations are limited by the relation

which they hold to the amount of wealth at the disposal of the

people, or, to express this in another way, to the productive

capacity of a nation's industry, including public as well as

private industry. It is the social income rather than the

governmental necessities which must be accepted as a start-

ing-point for a theory of public expenditures.

This general thought is expressed in another way, and
much more profoundly, by Stein. After some general ob-

servations of the relation of public finance to public economy,

he proceeds to criticise the statement that the ruling con-

sideration in the Science of Finance is that the fiscal de-

mands of the Government should be complied with without

question; or, to employ the author's German phraseology.
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that the ruHng principle in the Science of Finance is the

covering of the wants of the State. This assertion, he

affirms, is not true. "The ruHng principle is rather that,

in covering the needs of the State, a due proportion

be maintained as compared with the proportionate cover-

ing of those needs not represented by the State. Public

economy (Staatshaushalt) is a branch of social economy,—one

of the most important, it is true, but nevertheless a branch.

There is no sovereign principle in the Science of Finance

separate from the general principles of Political Economy and
Social Science respecting the proportionate covering of go-

vernmental and non-governmental, collective and individual,

necessities. The financier who appreciates only public needs

will undoubtedly declare them to be sovereign. In this he

proceeds no less from the atomic and anti-social point of view
than the burgher who, under all conditions, aims to limit the

State to the crumbs left over from the domestic budget. Con-
sidered by itself, the starvation of private or non-govern-

mental needs through a gluttonous public economy is as

strictly forbidden as the spoliation and disintegration of the

State through a parsimonious egotism. . . . Neither public

nor private economy presents, of itself, a final end. To pam-
per the one and starve the other, to over-nourish the one and
stunt the other, appears, upon its face, without warrant, since

an effective State and a strong people are alike essential

elements in national life. Both public and private needs are

integral parts of a common necessity, and the one as well as

the other must finally be determined according to their rela-

tive importance for the maintenance and development of so-

ciety as a whole. ... To provide for public necessities

as well as for private wants, in the ratio of their relative

economic importance, is the manifest, self-apparent demand
which the theory of finance that holds itself within the

circle of economic vision asserts as its own, and which may
be sucessfuUy opposed to the parsimonious citizens as well
as to the spendthrift State."

From the reasoning of the above paragraph, quoted freely

from Stein's great work on Finance, and this treatise grants
it most hearty approval, it appears that the point of view from
which public expenditures are to be regarded is neither that

of the individual nor of the State, but rather that of the col-
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lective life of the community. The starting-point is the

fund of wealth at the disposal of the nation; the objective

point is the highest development of both individual and na-

tional life ; the problem is to so balance the assignment of

expenditures between the many various forms of consumption

that the life of the people shall be nourished and the organs

of the nation developed, at the point where nourishment and

development are most needed. The ideal is that of a vigor-

ous, well-rounded, uniformly developed social organism, and,
- provided the student can image to himself the unity of social

-

interests, a decided advantage may be gained by applying to

public expenditures the experience of the individual with a

limited income.

It thus appears that so long as discussion is confined to

the fundamental conditions which determine the aggregate

of money rightfully placed at the disposal of government,

more assistance may be derived from a consideration of the

points in which private and public expenditures are alike than

of the points in which they dififer. With regard also to the

balancing of the amount to be expended between the various

lines of service entered upon by the State, the experience

gained in the management of the domestic budget may be of

decided advantage in the consideration of public finances.*

As a larger percentage of the income of the poor man is ex-

pended on the necessaries of life than on the comforts or luxu-

ries, so a poor State will be called upon to make larger rela-

tive expenditures for the primary governmental functions

than for those which come at a later stage of its development.

The same considerations, therefore, which lead the economist

to include an analysis and classification of private wants in

his study of the theory of consumption require the financier

to assign an important place to the analysis and classification

of the activities of the State in his theory of public expendi-

tures. It is not too much to say that the rule adopted for

determining public expenditures is the financial expression of

* This point of view is fairly well supported by Bastable, who says:
" Without pressing the resemblance too far as is sometimes done, we
may accept the evident fact that the State organization has certain points

of view in analogy with the arrangements of the individual, and that in

regard to economic action the comparison is particularly close." Public

Jnnance, 2d ed. , p. yj.
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the sociologic theory of the development of governmental

functions.

(2) The Collective Point of View.—One cannot proceed

very far, however, in the study of the financial side of public

administration without observing certain marked differences

between public and private financiering. Thus, in the first

place, it may be noted that the individual or corporation

whose primary aim is to reap a profit from an investment will

be debarred from many lines of expenditure which a govern-

ment may properly enter upon. Two reasons may be men-
tioned in explanation of this fact.

First. It is necessary for an individual to consider an in-

vestment as more or less temporary in character. His ex-

pectation of life is readily calculated, and on this account he

is debarred from contemplating investments that run in per-

petuity. The State, on the other hand, as has already been
pointed out, enjoys the expectation of perpetual existence,

and consequently is at liberty to judge of an investment from
this point of view. In the matter of education, for example,
the State may with propriety consider the ultimate and final

effect of expenditures, not confining itself to the immediate
demands for instruction measured by what the people would
be willing to pay for if education were a private affair. To
say nothing of the necessity of general intelligence for the
realization of popular government, or because of its bearing
upon the character of society, it must be regarded as a sound
investment for the State to undertake the maintenance of the
most advanced education, even going so far as to provide sup-
port for scientific research of all sorts and for art education;
for it is certain that every true discovery and every talent

developed will sooner or later find their place in the economy
of industry and react upon the life and aims of the people.
Such a view is, from the nature of the case, foreign to the in-

dividual who, conscious that life is fleeting, is constrained to
judge of every investment on the basis of proximate rather
than ultimate results.

Second. An individual is under the necessity of providing
for a quick return upon his investment in order that he may
maintain the credit of the enterprise in which he is engaged;
while the State, whose credit does not rest entirely upon the
fact that money appropriated comes to be the source of defi-
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nite income, may be rightly influenced by considerations of

ultimate rather than immediate gain. It cannot be expected,

for example, that an individual will develop a system of

forestry, since the investment must continue for at least thirty

years before it begins to return a profit, and this is a longer

period of waiting than an individual cares to contemplate..

It is true that a certain amount of value would accrue each

year on account of the growth of the forest, but since the sys-

tem of bank discounts has not yet sufiSciently developed to

enable this increment to be transformed easily into an annual

income, forestry is not attractive to the ordinary investor.

The State, however, to whom thirty years is but a period iii,

thought, would be justified in investing large sums in forestry,

provided the growing of trees is itself of public advantage and

the ultimate outcome of the investment reasonably sure. Its„

credit during the period in which the investment is unproduc-

tive rests upon its power of securing revenue by taxes, and

the government is, consequently, able to secure capital for the

establishment of forestry at the lowest possible rate of interest.

Many other cases might be cited to make clear the diiiferences

which exist between public and private investments on ac-

count of the fact that the State, unlike the individual, enjoys

a perpetual lease of life. These two, however, education and
forestry, are adequate to make clear the principle laid down.

It should be noted in the second place, as indicating a

further difference between public and private expenditures,

that a different interpretation is given to the phrase " profit-

able investment " by the individual and by the State. In the

judgment of the individual a profitable investment is one that

gives rise to money profit. The income account must show a

surplus. The stocks must secure dividends, the bonds bear

interest, and both dividends and interest must arise from the

earnings of the business created by the investment. The
State, on the other hand, regards an expenditure as produc-

tive which results in the creation of those social, political, or

industrial conditions essential to the efficiency of private en-

terprise. Although the profit arising from such an expendi-

ture accrues directly to the individual, the expenditure is justi-

fied if the industries of the country are thereby raised to a

higher grade of technic, or if labour is rendered more pro-

ductive in consequence. The State exists for its citizens, and
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its chief service is to provide conditions under which the

activities of citizens may prosper. But the State receives

also pecuniary advantages from such investments, for, al-

though the increment of profit appears in the first instance

upon the income account of private industries, the Govern-

ment enjoys, as the result of its investment, a larger source

of revenue through taxes than would otherwise be the case.

There are many illustrations of expenditures which, while

unproductive when regarded from the point of view of the in-

dividual, come to be in the highest degree productive when
the fact that the State represents the collective interests of

society is held in mind. All general improvements, for ex-

ample, like the dredging of streams for navigation, the build-

ing of wharves, docks, and the like, the encouragement of

great public works which would not otherwise be undertaken,

may be for the State a most profitable investment of capital.

All expenditures necessary to create and maintain a condition

of safety for persons and for property are included under this

head. Thus, Italy found it necessary, a few years ago, to

make unusual expenditures in order to rid the country of law-

lessness and violence; but this has been repaid many times

to the government, and a hundredfold to the citizens of Italy,

in the expansion of the new industries which the unusual

security called into existence.

Our general conclusion, then, respecting the point of view
from which expenditures are to be considered is the following

:

Since the State is the people organized in their collective

capacity, and consequently the wants of the State are in reality

~the wants of the people whose servant the State is, a very

'large number of the questions respecting public expenditures

are found to be, upon final analysis, questions which have to do
with the collective expenditures of individuals, and on this

account should be judged in the same way as an individual

judges of his personal expenditures; but, on the other hand,
in view of the fact that the State is an organism of perpetual
life, that it is imposed with responsibilities which extend be-
yond the interests of individuals or classes, and, also, that it

is clothed with unusual powers for carrying through the
duties imposed upon it, there are, in addition to the considera-
tions respecting expenditure which it holds in common with
domestic economy, other considerations which arise on ac-
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count of its peculiar functions and public character. The
point of view, therefore, from which public expenditures are

to be regarded changes with the nature of the questions under
consideration ; and one of the chief difficulties in the solution

of fiscal problems of this class is found in the necessity of bear-

ing constantly in mind these two avenues of approach.

6. The Appropriate Method of Investigation.:—Having
decided upon the point of view from which public expendi-

tures are to be regarded, it seems proper to inquire next

respecting the most appropriate method of investigation.

Ordinarily one is willing to rest the approval of his method
upon the success of his analysis, and this undoubtedly must
be the final test. In the present instance, however, the

conditions under which the investigation is undertaken, as

well as the character of the problem, are somewhat peculiar,

and an explanation of the method adopted will throw added
light upon the nature of the question in hand.

It is not designed, in our effort to arrive at the social law

of public expenditures, to make any considerable use of statis-

tics, either for argument or illustration. On the contrary, oiar

chief reliance will be pjaced upon an analysis of social needs

and upon an investigation into the order followed in the de-

velopment of State functions, This may at first sight appear

strange, and it is somewhat unusual. The larger number of

writers who have seriously and intelligently considered the

problem of public expenditures * proceed, after a cursory

statement of public functions, by means of statistical inquiry.

They succeed, doubtless, in pointing out some of the current

tendencies in public expenditures ; but they fail to place those

tendencies in their proper setting or to deduce from the facts

collated any satisfactory statement of the law of social de-

velopment as reflected in public accounts. An investigation

which begins with figures is likely to end with figures.

Speaking more definitely, there are two reasons why, in

the present condition of fiscal science, an investigation into

public expenditures must take upon itself the form of a theo-

retical investigation. The first of these reasons is a very

practical one. The statistics of public expenditures are un-

* A running comment on the cost of governmental functions, accom-

panied by academic advice to statesmen, is not acknowledged as a

serious or an intelligent appreciation of the problem.
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satisfactory when regarded as material for synthetical analysis.

This is not due to paucity of material, but to the fact that

governments keep their accounts in diiiferent ways, and that

the phrases employed in public accounting do not always

cover the same items in expenditure. It is natural that this

should be the case. Public accounts are necessarily organ-

ized in conformity to the administrative systems of the various

states; and these in their turn are adjusted to the several

theories of political organization, as also to the governmental

policies which for the time being control administration.

This marked divergence in the accounting systems of the

several states places an estoppel upon anything like a com-

parative study of public expenditures beyond the most rudi-

mentary and broadly conceived classifications. Even a ser-

vice of such long standing as the " military service " does not

mean the same in all states when translated into the language

of expenditures. Should one undertake a study of the com-
parative cost of judiciary systems, he would find the problem

complicated by the marked divergence in the matter of fees and

by the different ways in which fees are accounted for. In some
cases a fee is a net return ; in others it is a gross return. In

some cases no account whatever is made of court fees to the

public treasury. The true cost of the judiciary in the United

States, for example, cannot be ascertained, to say nothing of

comparing it with the corresponding costs in other states, or

of discovering a tendency with respect to this item of expendi-

ture by a study of judiciary accounts from year to year.

The chief difiSculty, however, in a comparative study
of public expenditures is not found in the divergence of

accounting systems followed by those governments which
are imposed with national or sovereign functions. We
might, perhaps, get along with the federal, or imperial, or

ministerial accounts of the several states ; that is to say, with
expenditures for national or sovereign purposes ; a more
serious embarrassment arises when to these accounts there

are added the accounts of the subordinate or local govern-
ments. What lesson, for example, can be learned from a
comparative study of the expenditures of the French Repub-
lic and the Republic of the United States when it is remem-
bered that sixty per cent, of the aggregate of annual expendi-
tures on the part of government in the latter case is through
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the medium of local governments as against thirty per cent in

the case of the French Republic ? Duplications also must be
guarded against by him who undertakes a comparative statis-

tical study of public expenditures. In this country, for ex-

ample, the accounts of each government are separate and
distinct, but in Germany there is maintained a debit and credit

account as between the Imperial administration and the several

States that together make up the Empire. A portion of the

expenditures charged to local government in France, also,

goes, not uncommonly, to cover deficits in national expendi-

tures.

Not only must care be taken to avoid duplication in arriv-

ing at aggregate public expenditures, but errors are likely to

arise by failure to recognise the incidental ways in which pay-

ment is made for public service. What light, for example,

can be thrown on pension payments by comparing the pen-

sion accounts in Germany with the corresponding accounts

in the United States ? The police force in German cities is

made up in part from the ranks of retired soldiers, pro-

vision being made for their employment as a partial substi-

tute for the pension. In France, also, the tobacco-shops are

not uncommonly tended by public pensioners. In the United
States, on the other hand, the pension is a cash transaction.

Such are a few of the many illustrations that might be
given of the difficulties encountered by one who approaches

the question of expenditures through a comparative study of

financial statements. A comparative study of the cost of

the various branches of public service as recorded in the ac-

counts of the leading nations is a most difficult task ; indeed,

it is a task of such proportions that years of patient investiga-

tion would be required for its successful accomplishment. To
undertake a statistical investigation of this sort in an elemen-

tary treatise upon the Science of Finance would distort the

proper proportion between the several parts of the treatise.

This is the first and practical reason why, in the present

treatise, no extended use is made of facts and figures in in-

vestigating public expenditures.

The second reason why reliance is placed upon analysis

rather than upon the tabulation of statistical data is found in

the present condition of the investigation itself. The service

rendered by an adequate working hypothesis in the develop-
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ment of any science is familiar to all students, and the reason

now urged for considering the theory of public expenditures

in advance of the formal study of the statistics of expenditures

is found in the fact that the former is essential for the success-

ful prosecution of the latter. The sociologic significance of

appropriations for the support of government presents a pro-

blem that has never received adequate attention from econo-

mists and financiers, and it is necessary, in view of the present

condition of the Science of Finance upon this point, to formu-

late an hypothesis respecting the movements in governmental

expenditures before an intelligent investigation into public

accounts can be undertaken ; and the author ventures to

express a hope that a consistent theory of public expenditures

having been set forth as a general theory of social evolution,

it will prove to be of sufficient interest to claim the attention

of many students, and that at their hands it will be expanded
and modified so as to become eventually an established

generalization in the science of which it is a part.

It is not intended to leave the impression, by this apology

for theoretical rather than statistical analysis, that the general

conclusions arrived at are of use only as a working hypothesis

for statistical investigation. They have a value of their own,
and claim confidence even before they are proven to be true

in all their parts. The elements common to civilized nations

are those historic factors and forces that make modern life

what it is. And it is these factors and forces, rather than the

administrative form assumed by them and which secures for

them a definite statistical expression, which determine public

expenditures. A theory of public expenditures must conse-

quently be built upon an intelligent appreciation of social

forces and an adequate perception of social tendencies—an
observation which justifies the procedure adopted by this

treatise of building up a theory of public expenditures from
those known and manifest features common to the social and
political organization of all peoples whose government con-
forms to the constitutional type.

From this chapter we have learned the point of view from
which public expenditure should be regarded and the method
by which the investigation is to be undertaken. The chapter
immediately following concerns itself with an analysis of those

conditions and forces which determine the aggregate of the

funds properly placed at the disposal of government.
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RELATION OF PUBLIC EXPENDITURES TO INDUSTRIAL,
POLITICAL, AND SOCIAL CONDITIONS.
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It is the purpose of this chapter to trace the influence of

the industrial, the poHtical, and the social conditions of a peo-
ple upon the aggregate of their public expenditures. Each
of these elements of a civilization works in a manner peculiar

to itself, and for that reason each may be made a topic for

separate analysis.

7. Public Expenditures and Industrial Development.—^The

expenditures of a government may properly be regarded as

the complement of private or non-governmental expenditures.

Both are charged to the general social income, and for that

reason the amount placed at the disposal of government for

the purpose of carrying on the public service must be deter-

mined in view of the industrial development of the nation

which gives rise to that income. It is the percentage of pub-
lic expenditures to the gross income of society that provides a

basis for judging the fiscal claims of a government. It is

the ratio of the amount consumed to the fund by which con-

sumption is supported that measures the intensity of a given

demand. This being the case, it is clear that a demand for a

public service which could not be reasonably allowed when
the fund by which it is to be supported is small might be
readily sanctioned should the wealth at the disposal of society

37
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be in any considerable degree increased. This is an applica-

tion of a general truth familiar to the latest phase of

economic theory, namely, that our estimate of the importance

of a service increases as we approach the possibility of its

realization, while our estimate of the burden occasioned by the

cost of a service decreases as the amount of wealth placed at

our disposal increases. It is easier, for example, for the

United States to assign $380,000,000 to the support of the

service of the Federal Government at the present time than

it was to provide for the expenditure of $3,000,000 in 1787

—

a result due not so much to the increase in population as to a

rise in the productive capacity of the people. This thought,

which is a familiar one to writers upon finance, is usually ex-

pressed by saying that the burden of a tax depends rather upon
the ability of the citizen to pay than upon the amount paid,

and that this in turn depends upon the average wealth of the

citizen.

The claim that the aggregate of governmental expendi-

tures is largely determined by industrial development finds

support, also, in the general theory of social evolution. It is

a fundamental law of social development that human wants

are capable of indefinite expansion, but that their expansion

will conform to the order of their relative importance. The
conscious ability to satisfy a want which previously lay dor-

mant gives to it a vitality that raises it from the rank of a

simple desire to the rank of a vital principle capable o'f giving

direction to social activity. As expressed by Bentham, " De-
sires extend themselves with the means of satisfaction ; the

horizon is enlarged in proportion as one advances, and each

new want equally accompanied by its pleasure and its pain

becomes a new principle of action." Now it is evident that,

for the orderly development of society, new collective wants
as well as new individual wants must emerge as development
proceeds, from which it follows that industrial growth opens
up to society ever-expanding possibilities, which, in part, will

be reflected in a corresponding expansion of those functions

which government alone can perform. A part, at least, of

the increment of social income will be claimed for increased

public expenditures.

From the point of view of social investment, also, does it

appear that the expenditures of a State are dependent upon
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the stage of industrial development attained. In the analysis

of the foregoing chapter it was suggested that a profitable

investment for a State , is one which results in raising the

grade of industry to a higher level of efificiency. This is a

suggestion of considerable importance when one is in search

of an explanation of increasing public expenditures among
industrially progressive peoples. Should it be generally

recognised that the increment of product resulting from the

industrial development of the past, by means of which society

finds itself in possession of a growing surplus, is in any degree

traceable to the action of the State, it is but reasonable that

men should willingly give support to a project calling for

further investments along the same line. This is the way in

which the business mind works in ordinary affairs, and it will

undoubtedly follow the same line of reasoning when called

upon to judge of public expenditures. The only thought

against this conclusion is found in the claim that the neces-

sity for government decreases as intelligence and a habit of

voluntary association increase. The pertinency of this claim

can only be determined by an investigation of the facts. But
when it is recognised that growth in numbers, differentiation

in the industrial process, and expansion of commerce and

trade bring society face to face with new perplexities and new
dangers at every step, it is not easy to see how the activities of

a State can ever be less than they are at the present time. On
the contrary, it seems reasonable to assume that with each

increment in the social product the people will conceive it to

be to their advantage to invest added sums in the machinery

of government. From the point of view of investment, there^-

fore, as well as from a consideration of the satisfaction to be

secured from the activities of the State, may we conclude that

the fiscal demands of government will increase along with, if

not in proportion to, the general social income.

The above analysis is pertinent beyond that of strengthen-

ing the impression that the considerations which determine

the aggregate of public expenditures root themselves in the

industrial order. It suggests, also, the appropriate classifica-

tion of states,* should one undertake a comparative investiga-

tion into public expenditures. If it be true that the amount of

normal expenditure rests fundamentally upon the efficiency of

* For a classification of states from this point of view see § i6.
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capital and labour within the country, the amount appropri-

ated for the support of the State has no very definite mean-

ing until referred to some particular stage in the order of

material development, and through this to the rank or grade

of the nation in question judged from the point of view of

modern civilization. A cursory review of history shows that

what for one nation is an indigenous growth is for another thg

resuIFof imitation; what to one people springs easily and

naturally out of their industrial conditions imposes upon
another a conscious and possibly a severe strain. A com-

prehensive study of the growth of public expenditures, there-

fore, would call for a separation of those peoples with whom
material development is the forerunner of fiscal expansion

from those which, by the pressure of political competition,

find it necessary, or think they find it necessary, to impose

an extended fiscal system upon an inadequate industrial

economy.

8. Public Expenditures and Political Conditions. — The
political conditions by which public expenditures are in-

fluenced pertain to external relations, or what may be termed

the political environment of a people, and to internal rela-

tions or political organization. Our analysis will grant each

of these relations separate consideration.

(i) Expenditures and Political Environment.—It must be
observed, in the second place, that the aggregate of public

expenditures is closely related to the political environment of

states. The most obvious illustration of this is found in the

increase of military expenditures incurred by the leading na-

tions of Europe; and, now that the spirit of Western rivalry

has invaded the Orient, we may expect similar results to

make their appearance in the budgets of China and Japan.
The growth of expenditures in Europe in recent years, trace-

able to the necessity of living in constant preparation

for war, has been very marked. The aggregate of military

and naval expenditures for selected years since 1868 for

England, France, Germany, Austria, Russia, and Italy is

as follows :
*

Year. Amount.
1868 $521,250,000
1873 622,250,000
1S82 732,300,000
1888 901,000,000

1895 930,600,000

* First four amounts quoted from Bastable, p. 69.
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No one would care to deny that these enormous payments
for the support of army and navy are the results, possibly

under existing conditions the inevitable result, of the spirit of

nationality by which the foreign policy of modern nations is

controlled. It would be incorrect, however, to say that the

spirit of nationality is an adequate explanation of this expen-

diture; it is rather the contiguity of a warlike neighbour,

powerful in resources, and equally strenuous in the assertion

of its nationality, that imposes upon a people the necessity of

a military budget. It is no part of finance to moralize on t'e

nature of this expenditure. All that can be said is that the

spirit of nationality is perhaps the most potent factor in the

political life of modern peoples, and until it has spent its force,

or until, through the development of international law, the

necessity of appeal to the arbitrament of arms becomes less

frequent, provision must be made in national budgets for

military expenditures.

That the spirit of nationality in itself is not an adequate

explanation of the growth of military expenditures is evi-

denced by the fact that it does not necessarily manifest itself

in this form. Whenever a nation is so fortunate as to be

separated by a natural barrier from neighbours who are

foreigners by blood, enemies by virtue of their history, or

irritants because they acknowledge a different social ideal, the

fact is unmistakably reflected by the form of the ordinary

budget. Many illustrations of this might be cited. Victoria,

for example, out of a total annual expenditure of between

$40,000,000 and $50,000,000 appropriates but $2,000,000 or

$3,000,000 for defences. Her budget shows no separate chap-

ter for army and for navy. The United States spends about

$42,000,000 on army and navy out of a total expenditure of

$380,000,000. In the former case the country is quite sepa-

rate from any foreign power; in the latter, the contiguous

countries are decidedly inferior in population, wealth, and na-

tional strength, and, what is perhaps of equal importance, the

United States has no violent or deep-rooted historical preju-

dice, while her commercial and social interests are, in the

main, common to those of neighbouring countries.

While it is undoubtedly true that contiguity of territory

occupied by strong and self-assertive peoples is the most im-

portant of the surface facts in explaining the increase of mill-
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tary expenditures among modern peoples, it by no means

suggests a complete statement of what is meant by the phrase

"political environment." The final thing in the analysis of

national character is the conception of rights and duties, pub-

lic as well as private, inter-mtional as well as jw/ra-national,

which a people entertains. This is equivalent to saying that

the conception of law is the groundwork of social life. Now
it is evident that government is limited in its application of

law for the peaceable settlement of disputes to those ques-

tions respecting which there is a general consensus of opinion

with regard to the rights and the duties that are involved.

Beyond this point force of some sort must be employed, and

provision for the exercise of force will be considered essential.

This being the case, it is futile to urge disarmament, and the

consequent extinction of the military budget, so long as there

continues to be a conflict of legal ideas. The fundamental

principles of the systems of jurisprudence, that phrase being

used in its broad and comprehensive meaning, must be ren-

dered harmonious before juridical procedure can supersede

the employment of force. It is no accident that the first ap-

proach to a successful tribunal for the arbitration of inter-

national disputes should rest upon negotiations for a treaty

between England and the United States, for these peoples

practise the same system of jurisprudence. Their theory of

rights, and the method by which they aim to enforce those

rights, are the same. A standing international tribunal rest-

ing on agreement between England and Russia, however, or

between the United States and China, is beyond the range of

reasonable expectation at the present time ; for it is only upon
the basis of a common system of jurisprudence that a system of

international law can be developed which shall render the

preparation for war unnecessary. It thus appears that the

controlling element in the political environment of nations by
which military expenditures are determined is the similarity

or dissimilarity of the systems of jurisprudence which the re-

spective nations have adopted.

(2) Expenditures and Political Organization.—Public expen-
ditures are open to another influence incident to the political

conditions of nations besides the one bound up in the spirit of

nationality. Their organization, so far as the relative impor-
tance of local and central administration is concerned, afTects
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not alone the distribution of expenditures between these two
agencies of the State, but it affects the aggregate of expendi-

tures as well. Confidence in this generalization must rest

rather on a priori considerations than on statistical evidence,

since there are no two nations whose political, industrial, and
social conditions, exclusive of organization for local adminis-

tration, are sufficiently alike to warant statistical comparison.

The considerations in support of this generalization, however,

are simple and convincing.

Wherever local administration is well developed, especially

if it proceed so far as to attain to the dignity of local self-

government, a spirit favourable to collective service will be

likely to show itself. Indeed, if the industrial growth take the

form of an intense commercial or manufacturing life, the in-

evitable tendency toward congested population will force the

necessity of cooperative action into the foreground; and
whether this necessity be met by extending the direct ser-

vices of the municipal government, or by granting liberal

franchises to corporations (a policy which must in time ne-

cessitate adequate provision for holding them to public ac-

count), public expenditures will in either case be increased.

The readiness with which expenditures for public undertak-

ings will be incurred depends, other things being equal, upon
the conviction among the people of their ability to manage
their own affairs. It is sometimes remarked as a strange re-

versal of an accepted policy that Manchester in England,
which was once the centre of the most intense form of prac-

tical laissez-faire should have adopted so readily the policy of

municipal ownership of quasi-^nhWc works; but a cursory

analysis of the situation shows this to have been natural in a

country where local government has learned to be efficient, and
where control over great commercial enterprises through cor-

porations is a familiar idea to the people. What the manufactu-

rers of Manchester objected to in their advocacy of free trade

was that the protective policy of England did not enable them
to control the conditions under which their industry was
prosecuted. The restrictions imposed by government were

an obstacle to their business success. The situation is the

same at the present time with regard to private control of in-

dustries necessary to the industrial supremacy of the city of

Manchester. The form of argument is changed, but the
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spirit upon which it rests is the same, namely, a desire to

control public policy so as to make it contribute to private

advantage. If these considerations are sound, and there are

others which look in the same direction, it follows that among
those peoples whose political organization imposes heavy

responsibilities upon local government, the aggregate of nor-

mal expenditure naturally tends to increase as the commercial

life of the community becomes more and more intense.

There is, however, another phase of this question. The
same spirit which tends to an increase of local expenditure

—

that is to say, the spirit of industrial independence on the part

of the citizen—will act as a check upon the expansion of Fede-

ral or Imperial services, and consequently tends to curtail

national expenditures. Wherever the spirit of local inde-

pendence prevails one may always observe a quiet jealousy of

central authority, which in many ways tends to limit the

functions of the national government to such services as are

beyond the possibility of doubt collective in character and
common to all classes and sections of the country. Thus,

although a people strong for local government choose to ex-

pand local expenditures, they naturally will endeavour to con-

fine national expenditures within narrower limits than might

otherwisebethe case. The aggregate of expenditures, therefore,

both grades of government being taken into the account, will be

influenced in a decided manner by the relative strength of the

two sentiments favouring nationalism or localism in political

afifairs. This argument would amount to nothing, however,

so far as the influence of local government upon the aggre-

gate of public expenditures is concerned, if the question in

hand pertained simply to the division of a given range of pub-
lic functions between national and local governments. Were
this the case the amount spent by each government would de-

pend upon the relative economy of the two centres of admi-

nistration. But it is probable, in view of the way in which
human nature works, that the check on national expenditure

will be relatively less effective than the stimulus to local ex-

penditure; and consequently we are warranted in the con-

clusion that the spirit of localism among democratic peoples

tends to increase the aggregate of public expenditures. This,

in one of its phases, is but another way of saying what von
Hock asserts with such emphasis, that ease of raising revenue
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is in direct proportion to the extent to which popular govern-
ment is realized.

The influence of the relative importance of central and
local governments in the structure of the State may, then, be
accepted as one of the permanent considerations which de-

termine the aggregate of public expenditures, although its

normal tendencies may at any particular time be set aside by
some passing phase of political or industrial life. The western
world at the present time, for example, is passing through a

peculiar phase of industrial history, due to the development of

cheap and rapid transit for goods and persons. This means
a destruction of local markets and a consequent readjustment
of the territorial distribution of industries. Moreover, a
world's market is in process of creation, and the questions

forced upon public attention by the fact that local trading

centres are being crystallized into a world's market are, from
the nature of the case, national in character, if, indeed, they

are not international. The result of this is that, while society

is adjusting itself to the new industrial conditions to which
railways have introduced the business world, it is the national

government rather than the local government to which people

must look for the formulation of new legal conditions, and for

protection against such evils as are bound up in this period of

transition, no matter how strong may be the sentiment among
the people at large against the concentration of political

power. But these conditions are temporary. The readjust-

ment will sooner or later be effected. Population will at no
distant day settle itself in harmony with the new conditions.

The new lands will be taken up, and manufacturing and com-
mercial centres will be definitely and finally settled. Then,
and not till then, the occasion for the constant appeal to cen-

tral authority having passed away, will the spirit of local in-

dependence again assert itself and impose its check upon the

expansion of Imperial functions. The student of finance must
not be misled by the great increase in national expenditures

since 1840, and he will not be misled if he keep clearly in mind
the. nature of the forces which determine political develop-

ment, and recognise the exceptional character, so far as na-

tional expenditures are concerned, of the present industrial

epoch.

It should also be remarked—if among political conditions
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political corruption is to be counted—that the presence of

political corruption, such as shows itself in so many of the

ihunicipal governments of the United States, will work

against the normal influence of a strong sentiment in favour

of local self-government. That is to say, it will tend to a

curtailment of local functions, and ultimately of local expendi-

tures. Many who recognise the evils of corporate control

over quasi-puhlic works, and who appreciate the importance

of that wide range of social services which if rendered at all

must be rendered through the agency of municipal govern-

ment, are deterred from advocating an extension of muni-

cipal functions on account of the glaring evils of political

corruption. It would be improper, however, to accept

the prevalence of political corruption as a permanent factor.

While it may properly influence a policy in the presence of

given conditions, it must always enter into the theory of

public expenditures as an exception to the rules laid down.

Our general conclusion, then, is as follows : (i) A strong

sentiment in favour of local government, as indicated by the

relative confidence in Federal or local centres of administra-

tion, will tend to reduce national expenditures below what
they otherwise would be. (2) The same spirit, however, will

tend to expand local expenditures, and, assuming the same
line or class of services, it is likely that the aggregate of ex-

penditures will permanently be greater when services are un-
dertaken by local rather than by central control. (3) As
modifying the above conclusion it should be added that the

aggregate of expenditures may at any particular time be re-

duced below what it otherwise would be on account of the fact

that local governments, however strong in theory, are in

reality weak wherever political corruption prevails in local

affairs.

9. Public Expenditures and Social Organization. — The
aggregate of public expenditures depends, in the third place,

upon the theory of social relations which a people has adopted,
and the degree of strictness with which that theory is followed
in practice. This theory may be looked for in the accepted
philosophy of the respective rights and duties of government
and individuals, or, what amounts to the same thing, in the
attitude of mind which the public instinctively assumes when
certain social or industrial problems are under consideration.
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The problems of the class referred to are such as rely for their

solution upon the extension, in some of its various forms, of

the principle of cooperation ; but a great deal depends, so far

as public expenditures are concerned, upon the character of

that cooperation. Is the collective activity demanded govern-

mental or is it private ? Is the cooperation desired to be

secured by coercion or through voluntary association ? One
cannot emphasize too strongly the contrast between these two
forms of social activity in their influence upon the ratio of

public to private expenditures, or, as we are now discussing

the subject, upon the aggregate of public expenditures.

It is exceedingly difificult in a few words to express the

characteristic features of the social theories which, under

various forms and with many and constant modifications,

give colour to the social and political fabric of various states.

These differences may, however, be suggested by observing

that the one theory is a modification of the view of the State

assumed by Roman law, and exemplified in a general way by
most of the Continental peoples ; while the other is a develop-

ment of the Teutonic and Saxon ideas of personal liberty, and
shows its most natural unfolding among peoples of English his-

torical descent. The former makes the State the centre of all col-

lective life, and defines the rights of individuals in terms of na-

tional importance ; the latter places the individual at the cen-

tre of thought, and conceives of the State as one of several

means to individual attainment and development. Under the

influence of that philosophy which subordinates the individual

to the State it is natural for those intrusted with the adminis-

tration of government to regard all questions as properly ad-

justed when the interests of the State are conserved. Es-

pecially will this be true if to such a theory of society there be

added the influence of the monarchical form of administra-

tion. It is logical, for example, that they who represent mo-
narchical governments should accept the necessities of the

State as the true measure of legitimate expenditures, without

having very much regard to the concurrent needs of indi-

viduals ; and in view of this trait of character, which leads

men to unduly magnify whatever service they for the time

being render, or whatever office they happen to occupy, it is

not strange that the claim of government upon the social in-

come should be strong for all those lines of service which
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foster national pride and increase bureaucratic importance.

It is easy, also, under such a social theory, for the spirit of

paternalism to show itself in many of the items of a budget,

and for the thought that the State is an industrial corporation

as well as a political organization to swell the proportion of

public expenditures.

The view of social relations which underlies English com-

mon law, on the other hand, works upon national expendi-

ture in quite another manner, at least so far as those appro-

priations are concerned which minister to pride and foster

bureaucracy, or which are related to the exercise of paternal

functions. According to this theory a condition of liberty is

conceived to be the heritage of the individual. The State is

not regarded as an organism in the sense that it possesses

soul, conscience, and sensibilities of its own; it is rather a

form of association, and differs mainly from ordinary associa-

tions in the character of the service it has to perform, and in

the fact that these services are of such a sort as require the

State to be the depository of coercive power. Public conces-

sions are judged from the point of view of the interest of the

individual, and are approved or disapproved according as they

bear upon his prospects. The result of this philosophy of

social relations among peoples who practise self-government

is to insist that the government prove its case beyond the

possibility of a doubt whenever it demands increased expendi-

tures for approved services or the approval of expenditures for

an unusual service. Greater reliance is placed upon volun-

tary association for the attainment of collective interests than

upon coercive association. And this results inevitably in

charging the cost of many lines of service to the income ac-

count of private corporations rather than to that of the State.

In this manner, therefore, public expenditures are curtailed by
virtue of individualistic philosophy applied to governmental
affairs.

It must not be overlooked in this connection that, al-

though the restrictive theory of governmental action may
limit expenditures by curtailing the field of activity, it is likely,

at least in the peculiar form in which it presents itself among
commercial peoples, to induce lavish expenditures in those

few cases in which industrial functions are imposed upon the

State. Wherever, for example, a legislative body created by
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popular vote undertakes, let us say, a system of public improve-
ments at the expense of the general treasury, the project is

sure to be undertaken upon a scale of too great magnitude.
This is true because no member of the legislature, holding
in mind the fact that he accounts to his constituency for his

vote, will consent to any project which does not contribute
directly to the prosperity of his constituents. It is a fact be-
yond question that investments of capital are unnecessarily

lavish when made through the agency of popular legislative

bodies ; and it is on this account a wise conservatism for de-

mocratic peoples to hesitate before accepting the experience

of governments highly centralized for administrative purposes
as a proof that they could attain equally advantageous results

in securing public improvements through governmental
agency.

So far, therefore, as the bearing of the individualistic •

theory of social relations upon the aggregate of national ex-

penditures * is concerned we may say that it is in the main
opposed to such expenditures; but should public improve-
ments, or any service, indeed, which results in localized in-

vestments of capital, be undertaken by a popular legislative

body, a lavish expenditure of public funds must be counted

upon as an inevitable result of such a decision.

10, Two Rules of Public Expenditure.—It may perhaps

add something to the deiiniteness of these considerations if

the rules of public expenditure, so far as they may be said to

exist, formulated by the adherence of the two social theories

mentioned, be passed in review.

(i) The English Conception of Public Expenditure.—The rule,

commonly regarded as adequate by those who hold the re-

strictive theory of government, is simple, so far as statement

is concerned. No one has ever expressed this view more
tersely than Sir Henry Parnell, who in 1830 published his

remarkable tract On Financial Reform. The date of this

* A distinction is here made between national and local expenditures

(ci. pp. 11-13), the line of distinction being that the territory con-

trolled by a local government is so limited as to allow any scheme of

public works to be comprehensive without endangering the success of

the scheme. The political and industrial results, also, of public im-

provements differ according as they are undertaken by the national or

by the local governments.
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tract is significant. It appeared when the old individualism

was at the height of its influence. The tract itself is impor-

tant as having been influential in bringing about the finan-

cial reforms which place England in the fore rank of na-

tions so far as taxation and regulations for international

commerce are concerned. The following quotation is from

the tract referred to

:

" With respect to the principles on which retrenchment

should be conducted it is of the greatest importance that they

should be well considered, and, when decided upon, most
severely adhered to. No person can have his mind in a per-

fectly fit state to form a judgment on any question of retrench-

ment without having acquired the habit, by previous study,

of referring to what the uses and object of government are,

and the grounds on which taxes are paid. The great error

which is commonly committed is taking the utility of an ex-

penditure as a sufficient justification of it; whereas, however
useful it may be, if it cannot be shown to be absolutely neces-

sary for securing some public object that could not be had
by any other means as economic and as convenient, it is super-

fluous and ought to be discontinued. It is not an uncommon
opinion among those persons who are in situations to have
considerable influence in matters of finance that we ought
first to secure all the revenue we can, and then regulate the

expenditure according to it. Others allow themselves to be
guided by their feelings and their passions, and, not having
any fixed principles to go by, are continually favouring ex-

pense and resisting economy, when cases of apparent indi-

vidual hardship come before them, not recollecting what those

persons suffer who pay the taxes for providing for the effects

of their mistaken compassion and unjustifiable liberality with

the public money. If right principles were referred to they

would suggest that taxation is the price we pay for govern-
ment ; and that every particle of expense that is incurred be-

yond what necessity absolutely requires for the preservation

of social order and for protection against foreign attack is

waste, and an unjust and oppressive imposition upon the pub-
lic. Every minister and every member of Parliament who has

the power to spend or to' save the public money should do all

in his power to prevent the wants of the State from depriving

the people of the means of providing for their wants; and.
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therefore, economy and frugality, which are virtues in a pri-

vate station, from their vast influence upon national happi-
ness in a public station, become the most pressing of duties." *

The three points in the above statement which may be ac-

cepted as formulating the theory of public expenditures ad-
vocated by Sir Henry Parnell are, first, that there should be
no expenditure except " for securing some public object that

could not be had by any other means "
; second, that expense

" incurred beyond what necessity absolutely requires for the
preservation of social order and for protection against foreign

attack is waste "
; and third, that the State should never de-

mand sums which would result in " depriving the people of

the means of providing for their wants." This is the doctrine

of laissez-faire in its most extreme form, expressed in the

language of finance. The third point above referred to has
been expanded by other writers until it has come to be ac-

cepted by many English economists as the doctrine that taxes

should always be levied upon what a man can save. Rogers,
for example, says, in effect, that to tax what a man cannot
save is robbery, which, if it means anything, means that the

expenditure of the individual for support of government is

not to be classed among necessary expenditures.

That these views are not in full accord with the attitude

assumed in this treatise must be recognized from what has al-

ready been said respecting the nature of public expenditures.

The financier is not at liberty to place the individual over

against the State, or to ignore the fact that in some particulars

public expenditure is different in character, and consequently

subject to different rules, from private expenditure. To fol-

low the rule submitted by Parnell would result in depriving

the public of some of its most important governmental func-

tions in the development of civilization, for it would cut off

all expenditures which rely for their justification upon the

ultimate father than the immediate advantage to citizens.

Nor can the student, whose aim should be to emancipate

himself from the superstition of phrases, admit that any pre-

sumption lies against collective expenditures as such. All

decisions must rest upon analysis, and not upon presumptions.

It is not claimed as against Parnell that the State is justified

in making use of the people's money when the people could

* On Financial Reform, by Sir Henry Parnell. Bart., M.P. (1830), p. 118.
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secure greater advantage by expending it through private

agencies, but that the considerations which determine public

and private expenditures in many classes of appropriations

proceed along planes far removed from each other, and that a

comparison between them is, to say the least, a very difficult

matter. The rule, therefore, is of little advantage except for

declamatory purposes.

(2) The German Conception of Public Expenditures.—The
theory of public expenditures entertained by many German
writers, on the other hand, when pressed so far as to claim a

presumption in favour of government whenever a new social

function makes its appearance, is as erroneous as the one just

considered. We may say with Stein that parsimony is not

economy, and that " the saving proper for the statesman to

consider is not that which always decides for the smallest

amount, but that which knows how to measure the amount of

expenditure to the worth of the object." * We may even go
so far as to allow some truth to the simile of Geffcken, who
says :

" The administration of finances should be conducted

according to the rule prescribed by nature, which everywhere

abstracts moisture from the earth and the plants to give it

back again in nourishing dews and rains."
-f
We may, I say,

depart so far as this from the old conception of the relation of

government to industry, and still deny that the State has the

first claim on the products of current industry. We can-

not agree with Kaufmann when he implies that the funda-

mental principle underlying the taxing system of civilized

states places justice to the citizen when compared with the

needs of the State as a matter of secondary importance
; J

nor with Nasse when he asserts that " it is not justice to the

individual, but the realization of the means destined to assure

the onward march of the State and the accomplishment of its

designs, which is the first object of taxation." § It is possible,

of course, to interpret expressions like the above in such a

way that due regard may be had to the interest of the indi-

• Lehrbuch der Finamwis'senschaft,\iy Lorenz von Stein, p. 137,

f Cf. Schonberg's Handbuch der folitischcn Oekonomie, Vol. Ill, p. 28.

Article by Geffcken on " Grundsatze fttr die Staatsausgaben."

X Cf. Kaufmann., Les finances de la France, p. 37. I have the French
and not the German edition.

§ Quoted from Kaufmann.



TM/O RULES OF PUBLIC EXPENDITURE. S3

vidual citizen, but in view of German national history and of

German political philosophy it is doubtful if such an interpre-

tation is possible to a German economist. Austrian finan-

ciers are not committed to so extreme an assertion of the im-

portance of the State. A student imbued with the spirit of

English jurisprudence, and who on this account must regard

the State as an organ of society, cannot well understand how
the claims of the State can thus be set over against the claims

of the individual.

(3) Conclusion.—^The situation seems to be that the older

English writers did not need a theory of expenditures be-

cause the theory of government which they held implied a

fixed limit to governmental functions ; while the earlier Ger-

man economists * could not work out a satisfactory theory

respecting the public use of money because their theory of

government presented too strong a presumption in favour of

the State. As is so frequently the case, the truth respecting
' public expenditures lies between these extremes, and can only

be discovered by the concurrent study of public and of private

functions. As already suggested, a theory of public expendi-

tures must be a theory of the evolution of the collective wants

of individuals, and its further development necessitates an
analysis of the governmental functions, not alone as they now
are, but as they have developed. In no other way can they be

classified so as to enable the financier to determine the propor-

tion of the social income properly assigned at any time to the

support of government, or to measure the relative intensity of

the various claims made upon the public treasury.

We are thus for a third time brought back to the thought

that a classification of public functions is necessary to the un-

folding of the theory of public expenditures, although in each

case the suggestion was approached from a different point of

view. The first occasion for this remark arose out of the

comparison of public and private expenditures, when it was
suggested that the theory of expenditures for the State was
akin to the theory of consumptioii jfeK"|hQr^rdiyidual ; and

* It is not possible to use Xmc phrase " German Economists " as

standing for a compact body ofjfthought.tkThf^cri^^^ in me text is

addressed to what perhaps m»r be MUM vS|js«Hlni genm-ation of

Historical Economists, whose i^lUUaLbent was givut 'Ji^evr by sym-

pathy with the growth of GermatNc^ftsE^ARtMEW^^iC'^^^
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that as the latter rests on the law of the development of human
wants, so the former rests on the law of the development of

governmental functions.

The thought was a second time brought to notice by the

statement that the theory of public expenditures is a theory

of adjustments and apportionments—meaning by adjustment

the assignment of a certain portion of the social income to

expenditures through the agency of the State, and by appor-

tionment the assignment of the amount thus set aside between

the various lines of public service. It was stated that before

a budget can be framed the various functions of the State for

which the several chapters in the budget respectively stand

must be classified in order to learn the relative importance of

these functions for the life of the people.

The necessity of the analysis and classification of public

functions was for the third time brought into notice by the

inadequacy of current rules respecting public expenditures.

It was found that these rules were either too narrow to apply

to the complicated conditions of modern society, or they were
too comprehensive to allow of just discrimination respecting

the relative claims of coercive and voluntary association.

Some clear idea respecting the concurrent growth of public

and private activity must be arrived at, and the manner in

which each reacts upon the other must be duly appreciated,

before specific appropriations for definite ends can come to

have an explicit meaning. The claim of a definite appropriation

is relative, and it is not until the function which it is intended to

serve is fitted into the general scheme of social activities that

the strength of this claim can be measured. In view, there-

fore, of the persistence with which the question of govern-
mental functions asserts itself, one is justified in the conclu-

sion that it holds the key to the theory of public expendi-

tures.*

* It is perhaps unnecessary to repeat that the Science of Finance
has no opinion respecting the question of the proper limit of public

duties. The form of government is for it a given condition. It is

equally true that the judgment of the financier respecting the wisdom
of extending the sphere of the State in any particular direction, even
though his views be expressed in the form of a discussion of appropria-
tions, does not attain the dignity of a theory of expenditures which can-
properly find place in the Science of Finance.



CHAPTER III.

RELATION OF PUBLIC EXPENDITURES TO THE CLASSIFI-
CATION OF GOVERNMENTAL FUNCTIONS.

Thk Protective Functions of Government.
(i) Military Expenditures.

(2) Police and Court Expenditures.

(3) Expenditures for Protection against Social Disease.

The Commercial Functions of Government.
(i) Characterization of Commercial Functions.

(2) Tendencies in Expenditures for Commercial Functions.

The Developmental Functions of Government.
(i) Expenditures for Education.

(2) Expenditures for Public Recreation.

(3) Expenditures for maintaining Equitable Conditions for the

Prosecution of Private Business.

(4) Expenditures for Public Investigation.

(5) Expenditures for the Development of the Physical Basis

of the State.

Conclusion.

The important question which the theory of expenditure

asks regarding the several Hues of public service pertains to

the influence of a developing civilization upon the grants de-

manded for the support of each service, and the discussion

which follows will be with a view to some conclusion upon
this point.

11. The Protective Functions of Government. — The
public function which deserves first place in the classifi-

cation of the services of the State, both by virtue of its

importance and because it is historically the first to define it-

sell with clearness, is the function of protection. The grant-

ing of protection was originally a very simple affair—so far,

at least, as the idea is concerned ; but with the passing of the

centuries and the process of social evolution the protection

which the State grants has taken upon itself several distinct

55
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phases. At present a classification of governmental func-

tions must recognise three sorts of protection which citizens

receive from the State. These are as follows

:

First. Protection against invasion from without.

Second. Protection of life, property, reputation, etc., or,

to speak comprehensively, of all those rights which pertain to

man by nature, or are granted the citizen by common or by
statutory law.

Third. Protection against the spread of disease, either

physical or social.

(i) Military Expenditures.—Expenditures for protection

against foreign invasion or encroachments from without may
be properly designated as national military expenditures, and
in early times this form of protection was the occasion of the

larger portion of grants, whether of money, energy, or labour.

Indeed, so vital is this function to the existence of society that

other governmental functions were originally regarded as in-

cidental to military service, and were on this account per-

formed by the military leader. With the advance of civiliza-

tion, however, the relative amount of this expenditure, as well

as the relative importance of the military chieftain, tends to

decrease. In some cases this decrease is an absolute decrease

in the amount assigned to the military service ; but in a large

number of cases, when compared with the claims of other ser-

vices upon the expenditures of the nation or with the aggre-

gate amount which the nation has to spend (that is to say,

the social income), the effect of time is to lighten the social

burden of the military service.

It may seem difficult to sustain this claim in view of the

expensive armies and navies which many of the modern na-

tions maintain. But there are two observations which must
be made before the military budgets of modern peoples can be
accepted as proof that protection from foreign invasion is

more burdensome now than formerly.

First. In some cases the increase in military expenditures
of the Imperial Government is due to the consolidation under
one control of what before existed in the form of local ex-
penditures.

Second. Much of the expansion of military and naval
budgets, of which so much is made in criticism of current
politics, is due to the rapid development of naval and military
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science, which gives rise to the necessity of improved army
e(Juipments and of larger and more perfectly constructed
battle-ships; and this is an apparent rather than a real in-

crease of the burden in question. Wars, if not less frequent
than formerly, are of shorter duration, and are accompanied
with a smaller percentage of casualties than in former times.

In reality, therefore, progress in the art of offensive and de-
fensive warlike equipments has commuted the burden of a war
from a cost estimated in labour and life to a cost estimated in

money, and is, consequently, in harmony with the civilizing

tendencies of the last ten centuries, as reflected in the finan-

cial organization of modern as compared with feudal states.

A third observation might be made in this connection
which, though true, is not peculiar to the military chapter of

modern budgets, namely, that, when compared with the ag-
gregate expenditure, or with the source of income from which
all expenditures are drawn, the cost of army and navy appears

to have decreased rather than increased in amount.
To return, then, to the question asked, there seems ground

for concluding that the tendency of civilization is to decrease

the burden which the necessity of protection against foreign

invasion imposes upon the people. This should be, certainly,

the normal tendency. One mark of growth in what we call

civilization is the continuous appearance of new rights and
the establishment of peaceful means for their adjustment. As
international arbitration extends, armies and navies will be
less frequently called into service, and as the moral force and
individual character of the several nations becomes more
marked, the support of armies for preservation of peace will

become less necessary. If for a generation an opposite ten-

dency should be observed, it is equivalent to saying that

civilization has in this particular suffered a temporary check.

Our general conclusion, then, is that an absolute as well as a

relative decrease may be expected in military expenses as time

goes on. Some facts upon this point are presented in the fol-

lowing chapter.

(2) Police and Court Expenditures.—^The . second form in

which the governmental function of granting protection

makes its appearance brings into prominence the civic relation

of citizens ; that is to say, protection to life, property, and re-

putation. This function gives rise to expenditures for police
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and for courts. The function of personal protection, while

not primitive, like that of protection which organic society de-

mands for itself, is of very early appearance ; and it is only ne-

cessary to contrast the state of society in which personal

prowess or cunningwas the only guarantee of individual safety,

or of continued possession of property, with the present, when
personal weakness or simplicity establishes a peculiar claim on

government for protection, in order to appreciate how far this

service of the State has developed. The expenditures occa-

sioned by this service, however, have not grown in proportion

to their importance, and this for two reasons.

First. Protection to person, property, and reputation

consists chiefly in maintaining a condition of safety and
decency in the community, and not in taking each indi-

vidual consciously under the protection of government.

There is no other phase of social activity where the economy
of " manufacture in the gross " can be so effectively realized.

The service in question is subject to what may be termed the

law of diminishing expense.

Second. Of more importance, however, is the fact that

among the normal results of an advancing civilization is the

development of old personal rights or the birth of new ones.

Now this means more than the rise of some claim on the part

of any particular class of men : it consists rather in the general

recognition of the justice of the claim, and in the conviction

among the people at large that it should be granted. It

means that man's moral nature on its social side is brought
under the influence of higher ideals; or, as it is sometimes
expressed, it means the development of " social ethics." But,
however characterized, it is clear that in proportion as these
moral concepts work their way in the community the neces-
sity for police enforcement of granted rights retires to the
background. The reverse of this is equally true, and sug-
gests a criticism on the budgets of some of our American
cities. An increase of expenditures for police and for courts,

at a rate more rapid than is justified by the growth or the
shifting of population, or by the extension of duties imposed
upon them, is proof of one of two things; it shows either
that government is corruptly administered, or that the laws
which the police and the courts are called upon to enforce are
not regarded as just by the community. That is to say, it
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shows that civilization is in a condition of arrested develop-

ment. The normal tendency is for police and court expenses

to rest more and more lightly on the community as the years

go by.

(3) Expenditures for Protection against Social Disease.—

•

According to the classification accepted, the protection of

society from the spread of social disease is a governmental
function of the same sort as protection of life and property.

The agencies for rendering this service are of course quite

various, and many of them, at least those which influence the

budget in any decided way, are of comparatively recent origin.

They do, however, at the present time make a very consider-

able showing in the modern budget. A good illustration of

the form of service falling under this category is found in the

changes in prison discipline and management which have
followed recent investigations in the science of penology. It

is no longer the thought that a criminal should be punished

because punishment is in justice demanded, but that he should

be restrained for the protection of society. So far as the

criminal himself is concerned, the thought of reformation, or

restoring him to society as a self-respecting and self-sustain-

ing citizen, not only gives tone to prison management, but

form to prison architecture. Crime is looked upon as a

phase of social disease, and the treatment prescribed by the

science of penology aims to cure that disease. This un-

doubtedly renders the prison service more expensive than the

old method of incarceration, or the plan still followed in some
parts of this country of working convicts in gangs upon

public highways, or of hiring them out for such rough work
as they can be made to do. That is to say, the first invest-

ment is more expensive and the expenditure per criminal is

greater ; but it is clear, if the criminal habit can be brought

under control and the transmission of criminal tendencies

checked by means of well-equipped prisons, reformatories,

industrial schools for neglected youths, and the like, that the

first cost should be regarded as a social investment the ulti-

mate result of which will be to decrease the financial burden

imposed upon society by the criminal class. The normal ten-

dency therefore, of this chapter of expenditures is that they de-

crease in direct proportion as the reformative policy succeeds.

When it is remembered that a criminal reformed, or a man



6o PUBLIC EXPENDITURES AND GOyERNMENTAL FUNCTIONS.

saved from becoming permanently a member of the criminal

class, means the addition of a man to the ranks of producers,

the investment of funds for the attainment of such results finds

a double justification.

Many other illustrations of this phase of the protective

functions of the State naturally suggest themselves. Sani-

tary regulations, for example, which aim to ward from the

community the introduction of disease, or to check the spread

of disease when it has once gained a foothold, or to compel
the observance of cleanly and healthful living, must be re-

garded as protective in their nature. Asylums for the insane,

and in general for all the defective classes, are also protective

in character. The fact that they are approved because of the

sympathy which is felt for the unfortunate does not change
this fact. Poor-law regulations, the administration of so-

called public charities, old-age pensions (should public assist-

ance go so far), and other like activities on the part of the

State are the occasion of expenditures properly chargeable to

the governmental function which we have termed protection.

Pauperism is so closely allied to crime and vice on the one
hand, and to weakness, deterioration, and contagion on the

other, that it, also, can be treated as a disease to be extirpated

if possible, or to be localized and controlled if extirpation is

impossible. Attention might be called to immigration laws

as yet another illustration of this phase of protection granted
through the agency of the State. But sufficient has been said

to make clear the character of this service.

It thus appears that society is exposed to a very consider-

able class of social diseases the control of which requires the

employment of the coercive power of the State. The exercise

of this control grants protection to the individual and guards
society against weakness and decay. Will the expenditure
for this phase of protection increase or decrease with the de-
velopment of civilization ? The answer given above with re-

gard to prison administration applies in a general way to this

entire class of expenditures. Assuming that no changes take
place in the civic life or social structure by which the evils re-

ferred to are engendered, such as increased congestion of pop-
ulation, increased concentration of industrial power, the intro-

duction of undesirable foreign elements, and the like, it may
be said that the normal tendency of an advancing civilization
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is towards the decrease of the financial burden which this

phase of protection imposes. The agencies required for

granting this protection are undoubtedly the occasion of large

expenses at their first establishment, but in proportion as they

are effective in doing what they are appointed to do, the ex-

pense which they occasion will tend to disappear.

The general conclusion, therefore, with regard to the pro-

tective functions of government is that the influence of pro-

gress is to lessen their financial weight. The greater increased

economy of society which comes with a keener perception of

personal right and a clearer apprehension of social duties, as

well as the increased health and strength of society, physical

as well as moral, renders the appeal to the State for protection

less frequent and less imperative.

12. The Commercial Functions of Government.— The
second class of governmental functions is suggested by the

word " service," which brings into prominence all those com-
mercial and semi-commercial relations that exist between a

State and its subjects. We shall first characterize these ser-

vices so that there may be no misunderstanding respecting

them, and then trace their influence upon public expenditure.

(i) Characterization of Commercial Functions.—It may be

said that all the functions of government are such as render

services to the citizen, and that for this reason the phrase

should not be used distinctive of any one class or group of

public activities. In the strict use of language this may be

true, but as employed in this analysis those services only are

covered by the phrase which are direct in their nature and

which address themselves primarily to the personal needs of

the citizen as distinct from the social needs of the State. Such
services exclude what the State does because essential to its

own existence or to its own development, and in this regard

diflfer from the function of protection which we have already

discussed, or of the developmental functions which will come
up for discussion, as suggesting the third and final class of

governmental duties.

The most significant point of comparison, however, be-

tween the function of protection and that of rendering service

to the citizen is that the latter does not, like the former, call

into exercise the coercive power of the State. In the case of

protection there must be uniformity of conduct on the part of
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officials and conformity of conduct on the part of citizens.

There is neither choice nor alternative. It is not possible in

the matter of protection for the relation of buyer and seller

to arise between the sovereign and the subject. Protection is

not offered to be accepted or rejected as the citizen may
choose: it is imposed upon him whether he cares for it or

not. In no other way could the •' condition of security " to

which reference has been made be established or maintained.

In the matter of rendering service, on the other hand, the

attitude of government is entirely dififerent. It is not the life

of the State but the interests of the citizen which are recog-

nised as the ruling consideration. The character of these

interests is of no importance, the pertinent point being that

the services which minister to them do not from their nature,

or on account of the relation they bear to the organic life of

the State, necessarily demand public administration resting on
coercive power rather than private management resting on

commercial inducements. This second class of governmental

activities may then be characterized as the commercial or

semi-commercial activities of the State.

It is manifest that commercial activities may be under-

taken with a view to the service rendered or for the purpose of

filling the public purse. These aims are in no sense neces-

sarily antagonistic, although the rule according to which the

rate of payment is determined when the State renders a direct

service will differ in the two cases. Those activities which
are likely to be undertaken for the purpose of rendering a

service rather than of securing a revenue are such as address

themselves to some want universally felt, and are common
to all citizens irrespective of locality or situation in life. The
want also must be one in the supply of which economy may
be secured on account of an extended and an assured market.

The State may deem it wise to create a public monopoly in

the case of such service, but such a procedure is not an es-

sential feature of the case. In judging of the universality of any
particular want the extent of the jurisdiction of the govern-
ment in question must of course be taken into the account.

A local government may very properly enter upon a more
comprehensive line of activities than the national government,
since the more restricted the territory over which a govern-
ment has jurisdiction, the greater likelihood will there be of
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community of interests among its citizens. With this sug-

gestion the above statement may be accepted without reserva-

tion.

A large number of cases present themselves as illustrative

of the functions undertaken by the State for the purpose of

rendering services to citizens. The post-ofifice, which in all

civilized countries is carried on by government, is per-

haps the most universal example, and may be accepted as a

type of many other services of the same class. Slightly dif-

ferent in character is the function assumed by many govern-

ments of carrying passengers, freight, and packages, of trans-

mitting telegraph messages, and of furnishing telephone ser-

vice. It is assumed by many writers that these services are

similar to that of the transmission of letters ; but the fact that

there is no harmony in the practice of modern states respect-

ing these businesses suggests that they may not possess in all

respects the same characteristics. While the further fact that

such governments as do own and manage railways, tele-

graphs, and telephones regard them as a source of revenue,

while letters are commonly carried at cost, renders this sug-

gestion highly probable. All, however, when undertaken by
the State, belong to the same general class of public functions.

Another illustration of public service rendered through the

agency of the State is found in workingmen's savings-banks,

insurance companies, and the like, although one is scarcely

justified, owing to the limited sphere in which these agencies

act, in saying that they represent an accepted governmental

policy among self-governing people. The questionable

feature of this class of services, and the reason why one may
entertain some doubt as to their ability to hold a footing

among governmental functions, is, that they pertain to the

interest of a class, and a class interest is not easily recog-

nised as a social interest. If, however, the business of bank-

ing and insurance is acknowledged to He within the sphere

of government, it must be classed with the commercial activi-

ties of the State.

Somewhat akin to these services, though entirely different

in their financial character, are those acts of government sup-

ported in part or in whole by fees or assessments. The full

discussion of these services must be postponed until the
" Classification of Public Revenue " comes up for considera-
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tion. It is sufficient for the present to note that in the classi-

fication of governmental functions the recording of a mort-

gage, the granting of a passport, the laying of a sidewalk

or the paving of a street, while of interest to society as a

whole, do bring into prominence the important services which

the government renders to a particular citizen. These ser-

vices are not commercial in the sense that there can be any dis-

pute as to the true policy of government respecting them, but

they may be so regarded in the sense that the service is direct,

and can be paid for, in part at least, by him who receives the

benefit. It is on this account that they are assigned to the

second general class of governmental functions.

Many writers class among the commercial services of the

State such undertakings as the administration of forests, of

mines, of a system of irrigation, and the like; and provided

the care of these agencies of public welfare is brought to a

paying basis it is probable that this classification is the most
natural as well as the most helpful. Mines are never under-

taken except for profit, but in many cases the business is

brought under public control where the accruing profit is not

sufficiently large to warrant the undertaking did the govern-

ment have no ulterior end in view. Wherever forests are of

long standing, also, and especially in those countries wljere

forest lands have not been alienated, their output is considered

as a commercial product, and the forests themselves are re-

garded as a source of public revenue. On the other hand,

where the lands have been alienated and the forest destroyed

by the sale of standing timber, if the government be induced

to undertake the development of the forestry system it will be

on account of the general advantages accruing therefrom to

society, and not for the purpose of making them the source of

public revenue. The same is true of an extensive system of

irrigation, the ultimate purpose of which must be to reclaim

arid lands, or to render lands already under cultivation more
productive. The true classification of such enterprises, there-

fore, depends in large measure upon the country for which
the classification is made. In the United States forestry and
irrigation must be regarded as ministering to the physical de-

velopment of a State, and on that account would be included

under the third class of governmental functions which hold in

mind the physical and social development of a people. In
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European countries, on the other hand, where the sale of

timber, charcoal and ash products, and the rental of water
privileges are made the occasion of specific payments from
citizens, their administration must be regarded as service to

be met by the payment of a price.

(2) Tendency of Expenditures for Commercial Functions.—
The commercial or semi-commercial activities of a State, ac-

cording to the foregoing analysis, include these three general

categories of public functions : first, services sold to the citi-

zen for a price ; . second, services but partially covered by the

price, the price being called a fee or an assessment ; and, third,

services which justify public expenditure on account of the

social interest involved, but which in the rendering give rise

to a by-product that may be placed on the market at a price.

The discussion now reverts to the original question, which
asks what relation these industrial or semi-industrial activities

of government hold to public expenditures ; and for answer-

ing this question each of the above-named categories must be

considered by itself.

With regard to the purely commercial services, like the

post-office, railways, insurance, and the like, the entrance of

the government into the industrial field neither increases nor

decreases the financial drain upon the social income. Pro-

vided the standard of living maintained by the people be the

same, and consequently the market for a given service as-

sured; provided the State and private agencies are equally

efficient in the rendering of the service ; and provided the same
rule be adopted for determining the price of the service—the

social expenditure will be unaffected, no matter how far the

State proceeds with industrial functions. The question does

not, therefore, pertain to the theory of public expenditures,

as such. It is fundamentally a question as to the agency

through which a definite portion of the social income will be

expended. The above conclusion must be allowed, even

though the State decide to make a particular service the

source of a general income by charging a price in excess of

the cost, inasmuch as all that is secured in this manner will

lessen the amount to be taken from the income of citizens

through taxes. The social income by which all social func-

tions are supported must' include the earnings of pubHc as

well as of private industries.
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There is one way in which the State will be likely to in-

crease the current payments for those services which it un-

dertakes beyond what they would be if the service were

consigned to private control, and that is by giving greater at-

tention to social and national development than to business

considerations. One of the chief arguments urged by German

writers in support of government railways is that the poor

districts as well as the rich districts will in this manner be pro-

vided with transportation facilities. Such a policy would

naturally lead to a greater expenditure for the service of trans-

portation than if rendered by private corporations, and, in so

far as this be the case, the expenditure would tend to fall

under the general head of investments of capital for the pur-

pose of national development. It is likely, also, that the rule

for determining the price of certain classes of services would

be determined by social rather than commercial considera-

tions, as is decidedly the case in connection with postal rates,

so that a rich locality might be called upon to pay more than

its proportion of the aggregate cost of the service; but the

aggregate cost to the community as a whole would not on this

account be in any way affected, except so far as traceable to a

more extensive rendering of the service in question than

would otherwise be the case.

While it is doubtless true that the burden on the social

income is affected in no very marked degree by the assump-

tion of industrial functions on the part of the State, the aggre-

gate expenditures of government are of course greatly in-

creased. This is shown in the local and national budgets of

most modern peoples, especially in England and on the Con-
tinent. Whether or not the extension of government indus-

tries is " in the line of advancing civilization " is a question

about which history makes no absolute reply. The facts are

variously interpreted. By some the extension of industrial

functions under the direction of government is termed socialis-

tic, and socialism is regarded as the inevitable and desirable

outcome of democracy. There are others who, while agree-

ing to characterize this tendency as socialistic, see in it a per-

version of democratic concepts, and claim that the permanent

tendency is toward the extension of private enterprise under

voluntary association.

There is still another class of thinkers who do not consider
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it worth while to define socialism in the language of govern-
mental functions, but who assert that under present conditions

certain industries can be managed by government with better

general results than by private enterprise, and who assert that

this is ample justification for the assumption by government
of industrial functions. These thinkers do not regard any
theory of social organization as important. The practice of

the English-speaking people in the past seems to them emi-

nently sensible, that is to say, to permit social principles to

emerge from discussion of particular questions rather than to

undertake to decide specific cases on the line of d priori prin-

ciples. If Manchester desires to own street railways, let Man-
chester try the experiment. If the experiment is successful,

other cities will probably follow its example; if not, other

cities will be saved a false step.

In such a condition of uncertainty respecting current

opinion as to the interpretation of the assumption by the

government of industrial functions, one cannot state with

any degree of confidence what the future of public expendi-

tures of this class is likely to be. They have increased enor-

mously during the past forty years, nor is there any evidence

that the tendency is exhausting itself. It seems probable,

when one regards the social evils wrought by corporations in

certain industries of collective interests, that local govern-

ments at least will expand rather than contract the sphere of

government administration. But whether this be true or not,

the important fact for the student of finance to hold in mind
is that public industries are a source of income as well as of

expenditure, and that the amount of industrial expenditure is

a matter of fiscal indifference. The entire question turns

upon the choice of the means of satisfying certain common
collective wants, and this is a question of the relative efficiency

of two methods of investing a given amount of capital, and not

of the relative amount of capital invested.

It is possible to answer a little more definitely with regard

to the semi-commercial services paid for in part by fees and

assessments and in part by general taxes. These expendi-

tures will undoubtedly tend to increase with the increased

complexity and intensity of modern life. This is true

because the demand upon government for a certified evi-

dence of its presence, its approval, its guarantee of right
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or privilege, its attestation, its voucher, its assistance in

legal processes, and the like, for which fees are paid,

must increase. It may be that the collective or social in-

terest will become so important that the attempt to assign

any portion of the cost of these services to particular citizens

in the form of a fee will be abandoned, but the presence of

government in the varied relations of life can never be less

than at present, except indeed society enter upon a period of

decay.

The above conclusion is equally true of assessments.

Payments for bearing in part or in whole the improvements

necessary to an agreeable and healthful municipal life, such

as sewers, waterworks, sidewalks, paving, and the like, are

certain to increase as long as the industrial forces continue to

increase urban population. In a sense assessments do not

constitute a payment for public services at all, but rather an

investment of private capital, since the result of the expendi-

ture is to raise the value of property ; and the only justification

of interference by government in the matter is the imperative

necessity of uniform action on the part of the holders of pro-

perty within the municipality. For the present purpose, how-
ever, this distinction is of no great importance. So long as

cities continue to grow, payments in the form of assessments

will continue to increase.

It is not necessary to pass judgment in this connection

upon payments incident to forestry, irrigation, the adminis-

tration of mines, and the like, since the undertaking of such

services in this country would under present conditions be

regarded as general rather than direct services.

13. The Developmental Functions of the Government.

—

Those Hues of public activity which, according to the analysis

here adopted, comprise the third and final class of govern-

mental functions, are such as spring from a desire on the part

of society to attain higher forms of social life. The aspira-

tion of individuals, although necessary to this end, is not

adequate for its realization; it is equally important that so-

ciety in its organized capacity should enter upon a series of

orderly changes under the direction of a definite programme
of social development. The theory upon which such a pro-

gramme rests is supplied by modern science and modern
philosophy, and assumes that it is possible for the State to de-
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termine, in a large degree, the conditions under which men
live, and in this manner to make intelligent selection of the
influences by which they are surrounded. Thus the struc-

ture of society and, in a measure, the character of the citizen

lie within the choice of those who formulate and execute laws.

To make use of the language of modern philosophy, society

is a conscious organism capable of determining its own en-

vironment, and consequently of directing its own growth. It

is this thought which warrants the acceptance of the phrase
developmental functions of government as giving adequate ex-

pression to that comprehensive line of public duties by which
the conditions of life are determined, so far as they are de-

pendent upon law and administration.

It may be suggested by the critic that all functions of

government minister to social and individual development, and
on this account that it is improper to set aside any definite

group of functions as developmental in character. In a sense

this is true. The protection of life and property, for example,

affords conditions which invite healthful activity on the part

of citizens; but the protective functions of the State are ad-

dressed primarily to the evils of society, and are efficient in

proportion as they repress the perverted inclination of indi-

viduals or destroy the unpropitious conditions in society.

The developmental functions, on the other hand, recognise

the good in human nature and the useful in society, and are

successful in proportion as they lead to the growth of what
is good and the fruitage of what is useful. Both classes of

public duties are necessary to social development, but the one

being repressive in its nature, while the other undertakes a

process of cultivation, there seems to be a clear difference be-

tween them—a difference which is most significant when con-

sidered in its relation to the natural law of public expendi-

tures.

It will be of assistance in tracing the influence of the de-

velopmental functions of government upon public expendi-

tures to analyze a little more closely the forms of activity

which they embrace. Of these there are at least five suffi-

ciently distinct to warrant separate consideration. They are

as follows

:

1. The function of public education.

2. The function of providing public recreation.
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3. The function of creating and maintaining those legal

and administrative conditions in which private business enter-

prises will be conducted in a just and equitable manner.

4. The function of public investigation, by which society

may come to a knowledge of itself, and furnish to the adminis-

trator and to the public at large such information as is neces-

sary to guarantee the normal working of the principles of

popular government and of voluntary association.

5. The function of developing the physical basis of the

State in so far as that cannot be judiciously accomplished by

private enterprise.

(i) Expenditures for Education.—It is not necessary to con-

sider at length the educational functions of the State in order

to set forth the familiar arguments by which all civilized na-

tions have been led to make more or less ample provision for

pubHc instruction. It is sufficient for our present purpose to

observe that the institution of public instruction is one of the

many results of the general recognition of solidarity in social

interests. It is the natural unfolding of the theory of social

relations which asserts that the cultivation of the individual is

of greater relative importanpe to society than to the individual

himself. This truth may be illustrated from any branch or

phase of education whatever, whether it be a common-school
education, industrial or trade education, professional or tech-

nical education, art education, or what is called the higher

general education. In every instance an analysis of the social

results shows that the benefit of an education to the individual

is proportionally less than its advantage to the other members
of the community. The physician, for example, would secure

relatively as large an income and enjoy as marked social dis-

tinction on the basis of a less perfect as of a more perfect

preparation for his profession, provided only he has acquired,

according to his talent, the average or customary education

of his class. Except for the scientific interest he may feel in

the discovery of new truths, he has nothing to gain by raising

the general level of professional practice. They who take the

physic, and not they who give it, are in a position to appre-

ciate most keenly the importance of high attainments in the

medical profession. The line of reasoning involved in this

illustration applies equally well to any phase of education, and
makes clear the truth that the effective demand for profes-
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sional or personal excellence is a social and not an individual

demand; and it is on this account that the true significance

of an educational system, its relation to the progress of

civilization, and the duty of government respecting it cannot

be appreciated except it be considered from a social or col-

lective point of view.

The fact that education is a matter of public concern is,

however, scarcely adequate to justify its support at public ex-

pense. Why should not he who receives instruction pay its

cost, or, if such a plan for any reason be regarded as untenable,

why should not exclusive reliance be placed on private endow-
ment ? These questions must be answered before the natural

law of public expenditure for educational purposes can be
discovered.

The reason why education cannot be consigned to private

enterprise is that the commercial expression of the social de-

mand for individual excellence, that is to say, the willingness

to pay for expert services, is not adequate to guarantee the

needed supply. This is true, because it requires either ex-

perience or imagination to appreciate the worth of trained

service, and until universally appreciated the pecuniary in-

ducements accruing will not warrant the investment of time

and money in its attainment on the part of him who practises

a profession. Now the public at large cannot have expe-

rience with a quality or grade of attainment until it becomes

the common possession of the class or profession that makes
use of it, and the imagination which calls it into existence is

not spontaneous, but imitative, so far as the mass of the popu-

lation is concerned. It is essential, therefore, if orderly pro-

gress is to be secured in the arts and the sciences, through

rendering universal the exceptional attainments of individuals,

that the State, avaiUng itself of the judgment of experts,

should have a directing voice in all matters pertaining to

education.

That the State should provide the means of education as

well as prescribe the grade of attainments for those who pur-

pose to render social service is equally conclusive, although

the reasons which may be assigned for such a conclusion are

not so simple of statement. It is a pertinent fact, though not

final- in the argument, that all great education systems have

been developed under the influence of a social necessity ex-
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pressed with more or less clearness through the medium of the

State. Confining our attention, however, to those peoples

who aim to realize democratic ideals, it is essential for the

modern State to support public instruction, because there is

no other way to guard against the fading of its own ideals

through the rise of an aristocracy of learning. It is natural

that institutions that look to the wealthy for further endow-
ment should be influenced in their administration by the in-

terests of the wealthy class ; it is natural, also, that the charge

for instruction in such institutions should conform somewhat
to the cost of rendering it : both of these results follow as a

matter of course from the introduction of commercial prin-

ciples into education, and it requires no great insight to per-

ceive that the final result of exclusive reliance upon private

benefactions for any phase or grade of education will be that

the instruction provided will not only reflect the interests of a

class, but will be confined to a class. This is no place to dis-

cuss the far-reaching consequences of such tendencies. To
say that they are not in harmony with the ideal of democratic
civilization is to express but mildly a great truth. A State

which aims to perpetuate democracy cannot decline to make
ample provision at public expense for all phases and forms of

education. In no other way can a system of public instruc-

tion, which is by far the most potent agency in shaping
civilization, be brought to the support of democracy.

It must be remembered that the natural law of public ex-
penditures, which it is the purpose of this analysis to discover,

assumes the permanency of popular government. It assumes
also an efficient democratic sentiment which stands not alone

for equality of opportunity, but for a high plane of individual

attainment and a high grade of social development. This be-
ing the case, education will inevitably demand a continually

increasing share of social expenditures, and in proportion as

the antagonism between private endowment for education and
the ideal of modern civilization is apprehended will the source
of this expenditure be the contribution of the people to the

treasury of the State, rather than the gifts of the fortuitous

wealthy. A continual increase in the educational budget,
therefore, must be expected as a natural result of social de-

velopment, and may be accepted as a normal expression of a
healthful society.
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(2) Expenditures for Public Recreation.—The line of reason-

ing presented above applies with slight modification to public

recreation. What is commonly termed recreation is in part

educational—a remark which applies to music, the drama, art

and art museums, books and public libraries; in part it is

designed to give rest and refreshment—as is true of public

parks and public gardens ; in part it is designed to bring out

the nobility of life by enabling the individual to associate with

what is dignified and satisfying—as, for example, beautiful

streets and worthy buildings. The suggestions to which a

consideration of public recreation gives rise have indeed a

broad outlook. Their point of view is that of the collective

interests of society ; their ideal, the purpose to make life a

thing of worth. One is not, of course, at liberty in a practical

treatise to rest important conclusions upon a forecast of the

future; but the opinion may perhaps be ventured that

government is coming more and more under the influence of

the consciousness of collective interests ; and that as one re-

sult of such a tendency, an increase in the expenditures of the

State for public recreation (that word being used in its com-
prehensive sense) may confidently be expected for years to

come. Especially is this likely to be observed in the budgets

of municipal governments.

(3) Expenditures for maintaining Equitable Conditions for

the Prosecution of Private Business.—Among the concessions

made by economic theory during the last thirty years is the

recognition of the necessity of prescribing the conditions

under which contracts may be concluded and voluntary as-

sociation established. While industries remained small, be-

fore factories were established, and before a world's market

had been created by the use of steam in transportation, the

arguments in favour of unrestricted and unregulated com-

petition were fairly conclusive; but since the Industrial

Revolution has modified class relations and shifted the

centre of industrial power, the evils that follow the attempt

to make an absolute separation between state and industry are

so manifest as to compel the recognition of industrial functions

on the part of government, in addition to the function of en-

forcing contracts and protecting property. The conservative

expression of the sentiment thus engendered, which acknow-

ledges the inadequacy of the theory of non-interference, is
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found in a demand for the extension of the sovereign power of

the State in two directions : first, in determining the plane of

competition where competition may safely be allowed; and,

second, by substituting the control of quasi-judicial tribunals

for the control of commercial forces in those industries in

which competition is observed to work badly. The former

leads to a long line of legislative acts technically known as

" Factory Acts," the latter leads to the establishment of

public " Commissions."

It is the purpose of both of these agencies of the State to

realize in industry the ethical ideals approved by the social

conscience. Factory legislation depends for its efficiency on

the exercise of police supervision. The service of mining in-

spectors or factory inspectors is, for example, in its nature a

police service, and the general conclusion arrived at respecting

the natural law of expenditures for protective governmental

functions applies in the main to this class of public duties;

that is to say, the expense of the service tends to decrease in

proportion as the service is effectively rendered. There is,

however, in the case of those functions of government which

aim to determine the plane of competition this peculiarity:

the ideal of society as to what constitutes justice tends ever

to a more refined conception of industrial ethics, and on this

account the successful administration of a law which has fixed

a certain plan of industrial activity prepares the way for fresh

legislation by which the quality of business conduct is ap-

proximated yet more closely to the ideal of justice. This

means that expenditures for the administration of factory laws,

provided they are successfully administered, will make clear

the necessity for yet further legislation of the same sort, and in

consequence become the occasion of constantly increasing ex-

penditures. Such is the law of expenditure for those govern-

mental functions which aim to realize in business life a plane

of business conduct approved by the moral sense of the com-
munity.

The same conclusion follows from a consideration of the

conditions that render commissions a necessary part of the

machinery of those modern states which hesitate to own and
manage such industries as from their nature are superior to

the satisfactory working of competition. To avoid misunder-
standing, it may be said by way of illustration, that the busi-
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ness of inland transportation is typical of the class of indus-
tries referred to. Many are the evils, political, social, and in-

dustrial, which result from consigning this industry to the
control of competition, and it is now universally recognised

that railways must either be owned or controlled by the

government. It would be out of place to consider here the

arguments for public control rather than government owner-
ship ; it may, however, be remarked that if the former policy

be approved by public opinion, as is the case in the United
States at the present time, it follows that commissions must be
established with adequate power and ample means.

But the necessity of commissions does not stop with the

railway industry. Modern industrial life tends continually

towards the crystallization of larger capitals in many lines of

industry. The monopoly problem presents itself under many
forms, and, with the continued differentiation which marks
the business life of the day, it may be expected that new phases

of that problem will continually present themselves. Now
what is known as the " commission idea," according to which

the government claims the right of representation on the board

of management of a business enterprise for the purpose of

guarding the interests of the public in its administration, must
be granted a development pari passu with the development

of the dangers to which those interests are exposed on ac-

count of the growth of large industries; and from this it

follows that as long as industrial development tends to the

aoncentration of capital, so long will the government be obliged

to extend this domain of its activity for the purpose of guard-

ing society against the evils sure to arise from the crystalliza-

tion of industrial power, and of directing the power th,us

generated to the service of the State. This means that the

expenditure of government for the control of monopolies must

continue to increase so long as industrial society continues to

develop along the lines it has followed during the last half-

century.

The normal law of public expenditures, therefore, for the

support of factory legislation, or public commissions, these

phrases being accepted as typical of the class of expenditures

in question, is that such expenditures will continue to increase

until industrial development has run its course, or until by
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some great upheaval in society the character of government

itself shall have been changed.

(4) Expenditures for Public Investigation.—Many reasons

might be assigned why public investigation is to be classed

among the developmental functions of government. Not only

is a knowledge of conditions and tendencies, which can alone

be obtained through careful statistical research, necessary to

a rational programme of social progress, but at the present

juncture in social evolution an extended use of statistical in-

quiry and of the right of investigation on the part of ad-

ministrative boards is essential to the realization of either of

the two theories of government which present themselves for

approval. Reference is here made to the theory of collective

management of monopolistic industries on the one hand,

and to the theory of governmental control over monopolis-

tic industries on the other. The former is sometimes
termed socialism; the latter, new individualism. It is not

intended to consider the function of public investigation

or of statistical inquiry from the point of view of State

socialism farther than to remark, that any political

adjustment which relies upon the arbitrary adjudication

of State officials, rather than upon the spontaneous activity

of individuals, for attaining social progress must bring

into prominence a universal system of industrial accounts.

One of the chief activities of a socialistic government would
be to keep the books of the social industries. In so far as

socialism is realized, therefore, an increased expenditure for

the collection, the classification, and the compilation of facts

must be expected.

The function of public investigation is not less important,

though it may perhaps be applied in fewer lines of industry,

where it is the purpose to solve the modern monopoly and
labor problems in harmony with the theory of personal liberty

as developed by the English-speaking peoples. A word of

explanation may be necessary to make this clear. According
to English political philosophy an extreme expression of the

doctrine of industrial liberty would restrict the functions of

the State to the protection of life and property and to the en-

forcement of contracts, reliance being placed upon commercial
forces or, as it is termed, the principle of competition to

guarantee reasonable prices and equitable treatment to the
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public. The evolution of great industries, however, has shown
that this theory presents but one side of a complete pro-
gramme of social development. There are some industries

which are not subject to the satisfactory control of competi-
tion, and upon these the State must impose judicial or ad-
ministrative restraints. Whether these restraints should be
judicial or administrative depends upon the nature of the in-

dustry; but in either case a full and complete knowledge of

the facts pertaining to the business, and to the conditions

under which the business is carried on, are essential for effec-

tive control. It may be expected, therefore, as industrial so-

ciety becomes more and more complex through the differen-

tiation of industrial functions, that new questions will arise

for adjudication and new bureaus of administration estab-

lished ; and it needs no argument to prove that an extension

of public investigation will be a necessary accompaniment of

this tendency.

For the purpose of making this point clear, reference may
be made to the reliance of the Interstate Commerce Commis-
sion upon statistical investigation. The chief purpose of the

law which created this Commission was to abolish the prac-

tice of discrimination. With this end in view a special tribunal

was created, clothed with the power to investigate cases of

discrimination and to secure from the courts summary pro-

cedure for the purpose of causing such discrimination to

cease. Now it would be idle to suppose that five commis-

sioners could exercise police surveillance over six or seven

hundred railway corporations having in their employ upwards

o/ nine hundred thousand men. Reliance must be placed for

the execution of the law upon the willingness of shippers-

against whom the railways have discriminated to bring their

complaints to the Commission. But this they will not do ex-

cept there be some certainty of quick redress. Shippers who
suffer the evils of high rates while their competitors enjoy

low rates will prefer to carry their complaint to the managers

of the railways and extort from them like privileges for them-

selves. This suggestion leads to the following conclusion:

that, as a condition requisite to the execution of the Inter-

state Commerce Act, it is essential that the accounting system

of the railways should be organized as a unit and placed under

the control of the Commission, and that the Commission
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should in this manner have access at first hand to all the facts

in any case which may possibly arise. This means that the

success of the Interstate Commerce Commission relies very

largely upon the development of its statistical service, since

in no other way can the act become self-executory, that is to

say, rest for its guarantee of execution upon the interests of

aggrieved parties. The reasoning employed in the above

illustration is equally applicable to all cases where it is sought

to guard the public against the evils of monopolies, great in-

dustries, trusts, and the like, through judicial or administra-

tive control.

From another point of view, also, does the function of

public investigation present itself as of continually increasing

importance. The theory of society which relies upon the

spontaneous activity of individuals for progress, except in

those industries which are by nature monopolistic, appeals

to the principle of competition for securing commercial equity

and justice. The chief obstacle to the realization of this theory

is found in the uncertainty which surrounds business trans-

actions. This being the case, no government which aims to
' apply the theory of laissez-faire to non-monopolistic indus-

tries can evade the necessity of making large expenditures

for the purpose of collecting, compiling, and publishing those

commercial facts which are essential to safe business calcula-

tions. As publicity is essential to the spontaneous execution

of those laws which aim to control monopolistic industries, so

also is publicity necessary to provide the conditions in which
the competitive theory may work satisfactorily for industries

that do not tend toward monopolistic organization. Fron\
whatever point of view, then, one considers the future, whether
that of socialism, of governmental control over monopolies, or

competitive control over non-monopolistic industries, the

student arrives at the same conclusion with regard to the law
of public expenditures. Governments must continually in-

crease the amount of money placed at the disposal of their

statistical service. The function of public investigation is one
which must expand with the development of society. The
principle of publicity is a most important principle for the

realization of voluntary association. An increase in the ex-

penditures for statistical investigation is not only a result of

social development, but in its turn comes to be a cause of
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further development; and the opinion may be ventured that

no class of expenditure, excepting only that incurred for public

education, is of more vital importance to the interests of the

State.

(5) Expenditures for the Development of the Physical Basis

of the State.—The last of the developmental functions of

government, according to the classification here adopted,

pertains to the development of the fiscal conditions of the

State. There is here included all those lines of activity which
call for an investment of public capital and which are com-
monly included under the general phrase " public works."
Adopting the conservative view, such investigation would in-

cluded the appropriation of public moneys for works of un-

doubted advantage to society at large, but to which private

capital will not be attracted on account of the uncertainty of

profit or the long time covered by the investment before any
profit may be realized. Forestry, irrigation, the dredging of

rivers, and building of canals, docks, lighthouses, and the like,

are illustrations of the investments in question. It is only

necessary to mention what is embraced in this class of govern-

mental functions to warrant the conclusion that the expendi-

tures which they entail will tend to increase with the growth
of society. Density of population, increase of wealth, and
advance in the mechanical arts will induce each succeeding

generation to contribute more largely to that class of invest-

ment which gives a return in the form of public utility, rather

than in the form of private income. Without further analysis,

therefore, it may be concluded that the function of developing

the fiscal basis of the State, in so far as that cannot be accom-
plished by private enterprise, will, like the other developmental

functions of government, tend to increase rather than de-

crease its demands upon the public treasury.

14. Conclusion.— It is possible to summarize the results

of the foregoing analysis and present them as a general

conclusion upon the subject, and in doing so the division of

the functions of government into Protective, Commercial,

and Developmental will be observed.

The protective functions of the State tend to decrease in

their claims upon the social income. This is true because the

protective functions of government minister to social develop-

ment bv repressing the unpropitious forces in society, thus
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giving the propitious forces an opportunity to operate. They
work in the same direction as the developmental functions of

the State, but by a reverse process. The success of the re-

pressive activities of the State tends to curtail the necessity

of their exercise, so that in proportion as ample expenditure

for the protective functions is granted where there is need of

their exercise, will society subsequently be relieved from the

necessity of appropriations for this service. The practical con-

clusion from such a law of expenditure is, that a government
cannot afford to hesitate respecting this service. As protec-

tion is the primitive function of government, so it is relatively

more important than any of the duties of later development.

The increase in appropriations for other functions may, and
in a healthfully progressive state will, arise in part from the

savings which accrue on account of the success attending the

performance of the protective functions.

In order, however, to properly apprehend this part of the

law of expenditure for progressive peoples, it is necessary to

make three observations respecting it:

(a) The law applies more strictly to the exercise of " police

power " than to the exercise of the military power, for the

reason that the former is exercised under the jurisdiction of

a single system of jurisprudence, while the latter implies con-

troversy between several nations which rriay or may not con-

form in the order of their thinking to a common ideal of jus-

tice and liberty. In the one case, controversy invites the

development of social ethics through a refinement of personal

rights ; in the other case, nothing is decided as the result of

the controversy except the relative strength of armies and
navies. For this reason, while it is possible to speak with

some degree of assurance respecting the normal trend of po-
lice and court expenditures, the financier is not at liberty to

speak with any great degree of certainty respecting the trend

of military expenditures.

(&) The second observation pertains to the statistics of

expenditure rather than to the law of expenditure. In con-
sidering the appropriations for protective service from year

to year, it must be recognised that a part of the expenditures

charged to current expenses in the ordinary accounts of na-
tions is in reality an investment of capital. It is as true of

public as of private administration that expenses may be cur-
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tailed by the employment of costly machinery. This remark
applies to all the protective functions of the State.

(c) It must also be held in mind that the protective func-
tions of government so modify the nature of the service which
they render from year to year that, should the services of
policemen to-day be compared with those of fifty years ago,
marked change in the nature of those duties would be ob-
served. It would not of course be correct to say that the law
of expenditure for police service must be confined to services
of exactly the same sort ; but at the same time it must be ad-
mitted that social development has occasioned an expansion
of the functions imposed upon the police power, and that the
statistics of expenditure for this service must be interpreted
in the light of these constantly expanding functions. With
these observations, all of which are gleaned from the pre-
ceding analysis, no misconception can arise from the state-

ment that public expenditures for protective functions of the
State tend to decrease as society develops.

Our conclusion respecting the commercial expenditures
of the State is that they have nothing to do with the theory
of public expenditures. So far, however, as they are general
in character it is probable that they will increase rather than
decrease with social development.

The law of expenditures for the developmental functions

of the State is that they tend constantly to increase with an
increase of social intelligence and with the progress of social

differentiation. Their peculiarity stands forth most clearly

when placed in comparison with the expenditures demanded
by the exercise of the protective functions. Success in the

administration of the protective service tends to decrease the

amount demanded for that service in subsequent years ; suc-

cess in administration of a developmental service, on the other

hand, results in an increased demand for services of the same
class. The only observation which it is necessary to make
lest the student misapprehend this generalization is that the
" police power " is used by modern peoples as the agency

through which many of the developmental functions of the

State are carried out. The police service is broad«r than po-

lice protection; and much of the expenditure incurred for

maintaining what is technically known as the protective agen-
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cies should be charged in strict accounting to the develop-

mental functions of government.

The general law of public expenditure for progressive peo-

ples, then, is as follows : Public expenditures tend constantly

to increase, but this tendency does not apply in like manner
to all governmental functions. Expenditures for protection

exhibit a tendency to decrease in proportion as the protective

service of the State succeeds ; expenditures for developmental

functions tend constantly to increase. This being the case,

the test of successful fiscal administration, so far as expendi-

tures are concerned, is not found in the aggregate amount
placed at the disposal of government (although this, as we
have seen, is also subject to a social law), but in the relative

amounts which from time to time are assigned to the several

chapters of the budget. As a rule, a possible exception being

made for military expenditures, the older the protective func-

tion the less will be the percentage of aggregate expenditure

assigned to it, while the newer the developmental function the

greater will be the relative demand which it makes for the

funds to be placed at its disposal.
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SOME FACTS RESPECTING PUBLIC EXPENDITURES.

Character of Public Expenditures Prior to the Nineteenth
Century.

Public Expenditures Since 1830.

Public Expenditures and Wealth.
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Analysis of Aggregate Public Expenditures in the United States.

The theory of public expenditures submitted in the pre-

ceding chapter rests primarily for its sanction upon an analysis

of those motives for action and conditions for judgment that

present themselves to the common observation of all. If these

motives and conditions have been properly understood, and
their relative importance properly apprehended, the conclu-

sions of the analysis cannot have gone far astray. Partly for

the sake of testing these conclusions by such statistical data

as it is possible to discover, and partly for the purpose of pre-

senting the theory in a more concrete form, but more espe-

cially with a view of discovering to what extent increased

expenditure means an increase of burden, and in what manner
the weight of the public service shifts itself from time to time,

it is the design of the present chapter to submit a few facts

pertaining to the inquiry in hand. Certain questions, also,

capable of throwing added light upon the problem of public

expenditure may suggest themselves as the investigation pro-

ceeds.

15. Character of Public Expenditure Prior to the Nine-

teenth Century.—At the close of the Napoleonic wars it was
the general assumption on the part of statesmen that public

expenditures had reached the limit of their expansion, and it

was expected that the payment of the principal and the reduc-

tion of the interest of public debts would permit a reduction

83
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of ordinary expenditures. " Gentlemen," exclaimed Villele,

the French Minister of Finance, when the French budget

reached for the first time a milUon francs
—

" gentlemen, salute

these figures
;
you will never have an opportunity to contem-

plate them again." * Although this sanguine view of states-

men and publicists has not been realized, it is easy to under-

stand the state of mind by which it was indulged. In the

first place, it must be rem'embered that military expenditures,

including " marine and colonial," had for three hundred years

been among the chief items in the annual budgets. These

three centuries had witnessed the development of nationality

through the centralization of power in the hands of a personal

monarch. The feudal array had given place to the standing

army, and the maintenance of paid retainers had become a

necessity on account of dangers to the authority of the prince

from within, and to the interests of the nation from without.

The period was marked by internal revolts and commercial

wars. " Fully one-half of the income of European states,"

said Justi in 1771, "is used by the military; in states with

threatening neigbours two-thirds ; in Prussia three-

fourths." f The military burden of Prussia during the period

tinder consideration seems to have been up to the margin of

the abihty of the people to bear. Placing in comparison the

two dates 1713 and 1806, it appears that the increase in popu-
lation had been in the ratio of i to 6.69; the increase in the

army meantime had been in the ratio of i to 6.58, and the

increase in the expenditures for the army in the ratio of i to

6.50. So uniform an expansion of these three factors sug-

gests, if it does not prove, that the army took from the people

all the people had to surrender. The budgets of other Euro-
pean states reflect the same general fact, although in France
the lavish expenditures incurred for the court display were
added to the burden of military expenditures. Speaking very

broadly, this regime of monarchical rule was brought to a close

during the first decade of this century, and with its fall it was
natural to assume that the burdens peculiar to the past would
no longer be continued.

It must also be; remembered in this connection that the

• Quoted from Eheberg in article on Finance in Conrad's Hand-
morttrbuch,

\ Quoted from Roscher, Finanzwissenschaft, p. 495.
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philosophy of the early part of this century assumed to regard

all government as evil, and proposed to substitute for it the

principle of self-interest and voluntary association. One who
believes in laissez-faire must conclude that a reasonable peo-

ple will narrow, so far as possible, the functions of govern-

ment, and that the expenditures of the State will, in conse-

quence, be curtailed. This was the accepted doctrine of the

first years of this century, and it is not strange, the balance of

power having been restored, that the statesmen of Europe
expected a reduction of public expenditures.

The third fact to be held in mind is that previous to the

present century land had been the chief reliance of the fiscal

system. Agriculture was the principal industry of the peo-

ple, and it was difficult to see, in the light of its slow develop-

ment, what new sources of income could be opened should

the government desire to expand its functions. Even Macau-
lay did not appreciate how rapidly national wealth was to

grow.

In these three facts, then, do we find an explanation of

the sanguine view with which financiers and statesmen re-

garded the nineteenth century at the close of the Napoleonic

wars : (i) the people had gained influence in the State, and
it was not foreseen that they would be as powerfully swayed
by the spirit of national ambition as had been the rule of

absolutism which they had overthrown; (2) the theory of

social autonomy had succeeded to the practice of minute

administration, and with the curtailment of public duties

it was reasonable to expect a curtailment of public ex-

penditures ; and (3) to these natural errors in judgment must

be added the fact that the wonderful expansion of industrial

life, and the resultant changes in the structure of society, lay

beyond the horizon of the most astute observer.

16. Public Expenditures Since 1830.—While it is true

that the termination of the Napoleonic wars brought to a

close the period in which military and court expenditures-

formed the most considerable item in the ordinary budget,,

it is also true that it marked the beginning of a new fiscal,

period ; and, in considering the facts of public expenditures,,

so far as reflected in reliable data, it may be well to notice,,

first, the increase in national expenditures since 1830.

The past sixty years possess an industrial and political
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character peculiarly their own. The year 1830 is recognised

by students of industrial history as the beginning of that form

of industrial organization which is the peculiar product of the

nineteenth century, and which doubtless will be the permanent

characteristic of the century upon which we are about to enter.

The industrial revolution began, it is true, with the period

of inventions in 1760. But invention in the domain of pro-

duction could never have wrought those changes which

marked the revolution of modern industry had it not been for

the development of modern methods of transportation. This

is no place to trace the results of railways and steam naviga-

tion. Suffice it to say that the industrial world has been

changed thereby, or ultimately will be changed, from an

aggregation of local centres to a condition of national indus-

try. New social forces, as well as new conditions for the

prosecution of industry, were introduced with steam trans-

portation; and the year 1830 is the year, if a single date

must be chosen, for an event that in reality spread itself

over a series of years, in which the commercial world began

to realize the excellence of railways and of steam navi-

gation, and their significance for industry and trade. It is

natural to expect that so momentous an event would be re-

flected in public administration and in the finances of the

State.

What, now, are the facts of public expenditure since 1830 ?

So far as the more important countries are concerned, national

expenditures may be traced with some degree of accuracy.

Local expenditures present greater difficulties. On page 87
will be found a graphic statement of the increase in the

national expenditure of European states from 1830 to

1890. The data for this diagram are taken, for the

most part, from Mulhall.* While it is doubtless true that

this writer possesses a gift for combination and estimate that

few statisticians care to imitate, a somewhat careful scrutiny

warrants the conclusion that in the present case the impres-

sion left by the diagram is a correct one.

From the statement given it appears that public expendi-

tures in Europe have increased from $955,000,000 in 1830 to

$3,600,000,000 in 1890, being an increase of 360 per cent dur-

* Dictionary of Statistics.
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ing the sixty years named. It is also to be observed that the
rise in the curve of increased expenditure is more marked with
each succeeding decade.

Scale
(or

•Bgregate
expendi-
tuiein
mlllioju

of
dollars.
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selected nations, so far as continuity of political life and

reliable statements respecting the cost of government

permit. The classification was suggested by Fournier de

Flaix, in his Traite de Critique et de Statistique Com-

paree des Institutions Financieres, who divides modern states

into three classes as introductory to the study of their repre-

sentative financial systems. His classification is as follows:

" First, those new states where the abundance of resources

corresponds to the relative youth of the states themselves;

such is the case in the United States, Australia, the English

colonies of Africa, and the Dominion of Canada. Second, those

states which by comparison are more or less ancient, as Russia

and Italy, where temporary penury of resources is a serious

embarrassment to the solution of financial problems and to

fiscal administration. Third, those state's which enjoy full

prosperity, as England and Germany, which on account of

their constantly expanding economic development are in a

situation to accomplish numberless changes in their financial

organization and administration."

In the main this is an admirable classification, but for our
purpose we venture to modify it in one particular. Youth or

age in a nation is in itself a matter of relatively slight signi-

ficance. The important factor which determines the ability

of a people to spare a continually increasing amount for public

expenditures, or which opens up to the nation the need of

new expenditures, is found in the yet undeveloped resources

of the nation. Or, to express this thought in another way, a
per capita expenditure must be counted as great or small ac-

cording to the probable growth of industry and Wealth in the

future. Now there are two elements that determine a nation's

potential development. The first is measured by the per
capita area of land, the second by the general grade of in-

dustrial intelligence and industrial skill ; and the classification

which we have adopted rests upon the possession by a people
of one, or both, or neither of those elements of industrial

progress. It is as follows

:

Class I. Those nations that possess both undeveloped re-

sources and a high degree of industrial intelligence, such as
the United States, Australia, and in general all colonies other
than those of Latin peoples.

Class II. Those nations that possess a high grade of in-
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dustrial intelligence and no considerable amount of unde-

veloped resources, such as England, France, and Germany.
Class III. Those nations that possess undeveloped re-

sources but no considerable industrial intelligence, such as

Russia and most of the colonies of Latin peoples.

Class IV. Those nations that possess neither undeveloped

resources nor industrial intelligence of the first rank, such as

Italy, Spain, Greece, and Austria-Hungary.*

Now it is clear that the same amount of per capita expendi-

ture, or the same rate of increase in the per capita expendi-

ture, cannot bear the same relative significance for all peoples.

As the burden of what government expends at any particular

time is measured against the social income, so the burden of a

constantly increasing expenditure must be measured against

the promise of a future industrial development. This being

the case, the constantly increasing expenditures of nations

should be regarded by them with solicitude in the order in

which they are placed in the following summary of expendi-

tures since 1830

:

NATIONAL EXPENDITURES OF SELECTED STATES SINCE 1830.

»N MILLIONS OF DOLLARS.

Class,

II.

III.

IV.

Sutes.

I
United States .

Australia

( United Kingdom.
-< Germany
( France

Russia.
Mexico.

Italy

Spain
Austria-Hungary.

Dates.

1830. 1840. 1850. x86o. X870. x88o. 1890.

15

275

201

45
90

24

360

285

55
140

39

275

300

220

70
185

63
40

345

405

312

161

105

225

309
60

340

380

222
165

295

267
100

400
135
620

533
23

274
165

375

352
140

430
320
685

759
38

371
170
420

In view of what is known of the industrial and political

history of the nations whose expenditures are included in the

* I cpnfess to some doubt as to the proper classification of Austria-

Hungary in the above scheme.
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above summary, there are quite a number of comments which

present themselves for expression. Consider the ease with

which the United States raised her ordinary expenditures

from $63,000,000 in i860 to $309,000,000 in 1870. Australia

shows even greater lasticity in the expansion of expendi-

tures. The cost of government at the present time means

relatively less to these peoples than to any other peoples of

the world, for not only do they have ample means to meet

present expenditures, but they have both skill and natural

resources for development in the future. This potential fiscal

ability is a dangerous possession, for it invites carelessness

in the control of public affairs ; but it should also be remem-

bered that it contains great promise.

Turning now to the second class of governments, it is

evident that financial expansion in England was prior to the

period covered by the above summary. This is true in in-

dustry as well as in finance, and it is at least possible that

national expenditure in England since 1830 foreshadows what

will prove to be the course of national expenditure in other

countries. It is probable that the weight of national expendi-

tures rests as lightly in England as in any other country.

Even the per capita expenditure has not greatly increased.

Germany seems to have taken upon herself new life since the

establishment of the Empire. France, too, shows wonderful

industrial attainments, but, owing to a slow increase in popu-

lation, appears to labour more heavily under her increased

expenditures than either of the other nations with which she

is classed.

Little can be said of Russia, except that her financial

strength lies in her immense population and her undeveloped

natural resources. An analysis of her budget would show that

the claims of the civilizing interests upon her annual expendi-

ture are less than for most of the other nations of Europe. Of
her aggregate expenditures 29.54 per cent is for the support of

her debt, 25.44 per cent for public defence, while 3.80 per cent

only is devoted to education and art. Her ambitions are pri-

marily military, and when the character of her southeastern

neighbours are held in mind it may be doubted if her budgets
will show any considerable increase in expenditure for what
we have termed the " developmental functions " until by her

conquests she meets with a people as civilized as herself. To
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suggest what would be the effect upon European budgets of

the completion of the scheme of conquest which seems to be
the destiny of Russia would be an unwarranted indulgence in

speculation. One may, however, venture to assert that it

would bring about a decided change in the ratio of military

and non-military expenditures. The chief obstacle at the

present time to the reduction of expenditures for the army
and navy in Europe, and to the consequent expansion of that

class of expenditures designed to raise the grade of common
living, is found in the military ambition of Russia.! Could
that ambition be exhausted by the accomplishment of its aim,

or could it be weakened by the growth of commercial interests

among her people, the financial situation of Europe would be
greatly relieved.

The above consideration leads naturally to a characteriza-

tion of the financial situation of such countries as Italy,

Spain, and Austria. These peoples have neither undeveloped
resources, as is the case in Australia, nor do they possess

a high grade of industrial and commercial activity, as is

the case in England, but the expenditures which they are

called upon to meet are nevertheless constantly increasing.

By virtue of their intelligence they should rank with the best

industrial peoples of Europe, but by virtue of their " tem-

porary penury," to quote Fournier de Flaix, their ability to

establish a rational scheme of expenditures is seriously em-
barrassed. They need to invest large sums for the develop-

ment of such resources as they possess and for the industrial

education of their people; they find themselves obliged to

acknowledge military expenditures as relatively more impor-

tant, and to drain the earnings of their citizens for an un-

profitable investment of the nation's capital. These are the

peoples who feel most seriously the burden of increasing ex-

penditures, since for them it means delay in reforms which

they regard as important, and in the attainment of a higher

plane of living by their people.

These observations have perhaps been sufficiently ex-

tended to impress upon the reader the fact that while there

may be a fundamental social law reflected in public expendi-

tures, the conditions under which that law asserts itself are so

various that the significance of a given amount of expendi-

ture or of a given tendency in expenditures must be peculiar
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for any particular nation studied. Our further investigation

will confine itself for the most part to those nations that have

fairly ample resources at their cornmand.

17. Public Expenditures and Wealth.—No statement of

the tendency in public expenditures is complete that fails to

compare the increase in expenditures with the increase of

wealth. It is not possible to arrive at a satisfactory estimate

of wealth for any considerable number of people. The state-

ments that follow are confined to the United States, Great

Britain, and France. Since the dates for which reliable esti-

mates of wealth may be obtained are not the same for each

nation, no attempt is made at a single uniform statement.

NATIONAL EXPENDITURES OF THE UNITED STATES COMPARED
WITH POPULATION AND PROPERTY BY CENSUS YEARS 1840

TO 1890, INCLUSIVE.

Date.
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NATIONAL EXPENDITURES OF FRANCE COMPARED WITH
POPULATION AND PROPERTY FOR DATES NAMED.

Dates.
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his own computations. A calculation based upon the returns

of succession duties warrants Mr. Giflfen in asserting " that the

growth of property in France has been very rapid, as rapid

during the present century as in the United Kingdom." * For

the last twenty years, however, it may be doubted if there

has been any marked increase in money values in France,

from which it appears that any further expansion of public

expenditures must tend to become a serious matter for the

French people.

The data presented in the above summaries will serve as

a corrective to some of the erroneous applications that have

"been made of the general fact that public expenditures tend

. constantly to increase. Of the three nations subjected to

analysis the tendency has been for property to increase at a

^rate relatively more rapid than national expenditures ; and for

the United States the growth of population also appears to

be more rapid than national expenditures. This fact leads

to several important conclusions which, regarded as contri-

butions to the practical rules for fiscal administration or as a

statement of current sociological tendencies, are believed to

be new as well as important.

In the first place, while it is true that public expenditures

have continuously expanded, it is not true that they have be-

come correspondingly more burdensome; and should the

financier discover that the fiscal system rests with ever-

increasing weight on industry as time goes on, he must look

for an explanation of so culpable a result to the structure of

that system and to the manner in which it makes appeal to

the citizen for payment rather than to the amount which it

demands. This remark cannot be construed as in any sense

an apology for unnecessary expenditure. It is no excuse

for lavish appropriations that the government leaves relatively

more in the hands of the people each year than it takes from
them. It does, however, direct attention to the truth, too

frequently overlooked, that the burden of the fiscal system
lies rather in the rules adopted for collecting revenue than in

the amount of revenue collected—a truth of especial pertinence

to the fiscal conditions of the States, municipalities, and minor
civil divisions in this country.

* Robert Giffen, The Growth of Capital, p. 131.
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The second observation suggested by the data contained in
the above table is that the expansion of public expenditures
does not call for a corresponding expansion of the basis of
taxation. The facts in the case give no support to the assump-
tion so generally applied in the reasoning of financiers that a
continually larger number of sources of revenue must be
opened to supply the growing demands of the State.* On
the contrary, the growth of property at a rate more rapid
than the development of the demands of government would
lead to the conclusion that, other things being equal, the in-
crease in public expenditures might be met even though the
basis of the fiscal system were narrowed year by year. The
practical conclusion from this is that the financier performs
his whole duty when he meets current demands without im-
pairing the patrimony of the State, and without obstructing
the development of national riches. When it comes to ques-
tions of investment he is doubtless obliged to have regard to
the future, but so far as current ordinary demands are con-
cerned he may limit the horizon of his observation to the
present. The " elasticity of revenue " necessitated by the
" law of increasing expenditures " is amply pAvided for so
long as wealth tends to outstrip expenditure in its growth.

The third observation is sociologic in charactei^ The facts

portrayed in the above statement do not lend their support
to the prevailing idea that government in these later days
is encroaching upon the domain of private initiative, and that

coercive association is expanding more rapidly than volun-
tary association. Were this true it might indeed be the oc-

casion for alarm to those who believe that the continuance

of our present form of society demands a stable balance be-

tween governmental and private activities. The impression

that government is growing at the expense of private asso-

ciation is doubtless due to the rapid expansion in certain

directions of governmental functions ; but it should be held

in mind that this is balanced by an equally rapid expansion of

functions non-governmental in character. The proof of this

assertion is found in the fact that among peoples of a high

grade of industrial attainment public expenditures do not in-

crease at so rapid a rate as the property from which they are

* Cf. article on Finance by Dr. Edmund J. James in Cyclopaedia of
Political Science.
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met ; and when it is recognised that a continually larger share

of social income exists in the form of earnings from labour

and enterprise rather than as earnings from capital, it is also

clear that public expenditures do not increase at so rapid a

rate as social income. The financial statistics of govern-

mental administration ofifer no proof of the assertion that the

development of public functions tends in any degree to destroy

the established balance between public and private activities.

18. Growth of Local Expenditures. — It is clear what

the tendency in local expenditures ought to be if the

analysis of governmental functions presented in the fore-

going chapter, and of the shifting of their relative impor-

tance with increased differentiation of social functions,

be correct. It was there claimed that " expenditures for

the developmental functions tend constantly to increase."

It would not be correct to assert that local expenditures

are exclusively assigned to the support of the develop-

mental activities, and national expenditures to the protec-

tive activities, of government. The large appropriations

for rivers and harbours by Congress in the United States, or

for schoolhouses and education by the Assembly in France,

would contradict such a generalization. Notwithstanding

numerous exceptions, however, it remains true that the de-

velopmental functions predominate over the protective func-

tions in local government, while the protective functions pre-

dominate over the developmental functions in national govern-

ment ; from which it follows that the relative increase in local

and national expenditures may be accepted as a test of that

portion of our general theory of public expenditures which
pertains to the developmental functions of the State. With
this explanation the summary on page 97, which gives the per-

centage of national and local expenditures for the United

States, the United Kingdom, and France during the past half-

century, must be accepted as significant.

There seems to be no doubt respecting the modern ten-

dency in local expenditures. In France there has been a steady

increase in the percentage of local expenditures, and a relative

decrease in the percentage of national expenditures, since 1864.

In the United Kingdom, with the exception of the period in

which national expenditures were influenced by the Crimean
War, the sanie tendency may be discerned; while in the
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STATEMENT OF THE PERCENTAGE OF NATIONAL AND LOCAL
EXPENDITURES FOR SELECTED DATES FOR COUNTRIES NAMED.

Countries and Dates.

United States

f 1850..
i860.

.

1870.

.

1880..
1890*.

United Kingdom

1840.
1850.

i860.

1870.
18S0.

L 1890.

( 18

i 18

I 18

1864.
France { 1876.

1890.

Percentage of Expenditures.

National.
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A student of municipal government would assert, further, and

very properly, that the increase in local expenditures repre-

sents in part an investment of public capital in municipal pub-

lic works. But, making liberal allowance for these considera-

tions, so far as they contradict our generalization, it yet re-

mains true that the increase in local expenditures at a rate

more rapid than the increase in national expenditures illus-

trates, if it does not prove, the rapid growth of the develop-

mental activities of the State. As has been already pointed

out, a very considerable portion of the increment of expendi-

ture assigned for the support of the police power has fur-

nished the means for the expansion of developmental func-

tions.

Other nations besides those included in the above summary
present the same tendency. In Belgium,* for example, there

has been a growth in the local expenditures of the great cities

during the twelve years prior to 1890 of 55 per cent. . Accord-

ing to Herrfurth, the per capita of expenditures in Prussia

for local purposes in 1849 was 3.77 marks ; in 1869, 6.47

marks; in 1876, 9.58 marks; in 1880, 10.53 marks; in 1884,

11.46 marks. The tendency seems to be universal, and it may
be accepted as a general truth that expenditures for local pur-

poses are increasing at an unusually rapid rate.

According to the analysis of the previous chapter, de-

velopmental functions present themselves under five general

heads. It is not possible, on account of the diverse classi-

fication followed in public reports, to submit a comprehensive

statement of the movement in expenditures incident to these

several services. As illustrative of the tendency, however, a

few facts are here presented respecting the increase in ex-

penditure for educational purposes. Even this statement must
be limited and fragmentary. In the United States the amount
of money which was expended for educational purposes for

public common schools in the year 1890 was $145,583,115.

This is equal to nearly 17 per cent of the aggregate expendi-

tures. The only item of expenditure in excess of education

is " pensions, charities, and gratuities " ; and, as every student

of current history knows, the pension payments of the United

States could never have reached their present figure had it

* Eheberg, article " Finanzen," Conrad's Handworteriuch der Stoats-

wissenschaften.
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not been for the difficulty which the United States Govern-
ment experienced in the reduction of its revenue.

The trend of expenditures for education in the United
States may be clearly observed by Instituting a comparison
between the year 1880 and the year 1890. Confining our
statements to public common schools—that is to say, exclud-

ing expenditures for State universities, normal schools, and the

like—the expenditure for 1880 was $79,528,736 ; the expendi-

ture for 1890 was $137,065,537. The expenditure for public

common schools per capita of population for 1880 was $1.59;
in 1890 it was $2.24. The expenditure per capita per pupils

enrolled in common schools in 1880 was $7.99 ; in 1890 it was
$11.03. There is no other item of ordinary expenditure which
has grown at so rapid a rate.

Other countries present the same tendency. In Bavaria,

for example, the expenditure for education and instruction in

1868 was 1,507,000 florins; in 1890 it was 15,701,000 marks.

The per cent of total expenditures, both national and State,

assigned to education and science is the following for the

countries named: Prussia, 10.14; Austria, 5.96; Italy, 4.11;

France, 9.63.

19. Analysis of the Aggregate of Public Expenditures

in the ITnited States.—^The facts presented in this chapter do

not amount to a proof of the generalization that was ventured

respecting the trend of public expenditures, although they do

support that generalization so far as they may be brought to

bear upon it. As further strengthening the impression that

the financial interests of modern states are influenced by the

demands of the civilizing process going on in society, there is

next inserted for the consideration of the student an analysis

of the aggregate expenditures of the United States for the

year 1890, all grades of government and all agencies of ex-

penditure being included. Each item is made the subject of

a remark indicating whether the expenditure is incurred for

the support of the protective activities, the commercial activi-

ties, or the developmental activities of the State.

It will be observed that certain items, as " Interest on

Debt," "Executive Department," "Congress and Legisla-

tive," are not classified as protective, commercial, or develop-

mental, the reason being that it is impossible from the head-

ing of the item to have arv idea -"s to the nature of the service
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AGGREGATE NATIONAL AND LOCAL EXPENDITURES

No. Administration Classification of Expenditures.

12

13

14
15
i6
17
18

19
20
21

22

23

24

Pensions, charities, and gratuities

Educational purposes and public common schools
Interest on debt
Roads, sewers, ditches, and bridges
Postal service
New buildings, works, and sites, construction and

purchase separately reported
Salaries, separately reported, fees, and commis-

sions
Military purposes
Police
Judiciary, including county courts, inquests, and

inquiries
Public buildings and sites, care and maintenance,

including construction not separately reported.
Executive department
Fire
Naval establishment, except for new vessels
Penal and reformatory institutions
Improving harbours and rivers
Lighting
Congress and legislative
Constructing new war vessels
Indians
Health
Public parks and places
Foreign intercourse
Miscellaneous

Amounts.

1146,895,671
145,583,115
82,748,423
72,262.023

66,259,547

38,890,970

37,552,655

35,537,611

23,934.376

23,071,075

17,950,177
16,770,801

16,423,820

15,174,403
12,381,425

11,737,438
11.363,780
10,485,826

6,831,803

6,708,047
3,280,294

2,962,697

1,648,277
109,499,801

for which the payment provides. In the case of interest, for

€xample, it would be necessary to know how the proceeds of

the loans supported by the interest were expended in order
to classify the payments. So far as this interest supports
national obligations, it probably should be assigned to the
protective activities of the State ; so far, however, as it sup-
ports State and municipal obligations, it should be assigned
either to the commercial or the developmental activities! The
same is true also of the expenditures of the Executive Depart-
ment or of the expenditure for the support of Congress and
the State legislatures. The amount paid for the support of

these branches of government is common to the three classes
of public functions, and should be distributed among them.
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OF THE UNITED STATES, 1890.

Classification of Expenditures as Protective, Commercial, and Developmental, No.

Commonly regarded as protective . .

,

Developmental
.Depends on use of proceeds of debt.
Developmental
Commercial

Developmental primarily.

Depends on service performed.
Protective
Protective primarily

Protective primarily.

Developmental primarily
Calls for distribution
Protective
Protective
Protective and developmental.
Developmental
Protective and developmental.
Calls for distribution
Protective
Protective
Protective primarily
Developmental
Protective and developmental.

7

9

II

12

13
14
15
16

17
i&

19
20
21
22-

23

It will also be observed that, in the light of our analysis-

of public activities, certain of the items of expenditure are

common to the protective and the developmental functions.

Such, for example, is the cost of the police service or of the

penal or reformatory institutions. Even the public lighting,

which primarily was undertaken for the purpose of greater

security, is capable of being interpreted in part as ministering

to social development. The separation between the various

classes of activities is much clearer for the purpose of analysis

than for the purpose of administration, but it is impossible

for one to review even this administrative analysis of public

expenditures without being impressed with the fact that one

of the ruling considerations in the determination of public
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expenditures is the purpose on the part of those who adminis-

ter public affairs to provide for the State a healthful growth
and for society an orderly development. It is the social ideals

rather than the social necessities which are coming to deter-

mine the amount of money placed at the disposal of the State.



BOOK II.

BUDGBTS AND BUDGETARY LEGISLATION.

CHAPTER I.

GENERAL CONCEPTION RESPECTING BUDGETS.

Concerning the Meaning of the Word Budget.
Concerning the Relation of Budgets to Constitutional Govern-

ment.
(i) General Considerations.

(2) Basis of Budget Right in England.

(3) Basis of Budget Right in France.

(4) Basis of Budget Right in Germany.

(5) Basis of Budget Right in the United States.

As pointed out in the Introductory Chapter to this treatise,

the most fruitful source of financial disorder is found in the

carelessness and uncertainty likely to attend financial legisla-

tion ; and it is an appropriate task for the Science of Finance
to consider somewhat at length those parliamentary rules de-

signed to render the several steps in financial legislation cer-

tain and clear, as also those constitutional provisions by which
publicity may be secured and responsibility realized. The
evils of which complaint is made are, for the most part, beyond
the domain of statutory enactment, and consequently the po-

litical remedy must be relied upon for holding them in check.

In order that this remedy may be efifective, and that they who
vote taxes and legalize appropriations may do so with a just

regard to public interest, it is essential that certain general

rules of procedure should be laid down before the business

of fiscal legislation be entered upon. A consideration of these

rules and all that they imply, both historically and analytically,

is now entered upon; and, in conformity with accepted

103
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nomenclature, is presented under the name of Budgets and

Budgetary Legislation.

20. The Meaning of the Word Budget.—The origin of

the word budget is perhaps of antiquarian rather than

scientific interest. "The word budget, bouge, or bougett,

according to Pasquier and other ancient authorities, as well

as in the old language of Rabelais, is derived from the Latin

word bulga, become Gallic, which expressed a bag, a pocket,

a purse. Its origin is therefore Latin and French. England

has applied it to the great leather bag which for a long time

contained the documents presented to Parliament to explain

the resources and the wants of the country." * The transi-

tion in the meaning of this word from the bag carried by the

treasurer to the documents which the bag contained, and finally

to the scheme of rights and rules of procedure which arise in

connection with their use, was a most natural one in view of

the paramount importance of carefully drawn and detailed

documents for sound financial administration. When in 1803

the word appeared for the first time in French financial no-

menclature it was used as a substitute for the phrase " esti-

mates of receipts and expenditures." The desire to substitute

this somewhat indefinite word for a definite expression is pos-

sibly explained by the fact that the phrase " estimates of re-

ceipts and expenditures " was joined in the minds of the

French people to the financial abuses of the ancient regime,

while the word budget had been dignified by the role it had
played in England in the development of constitutional

government. This incident in French financial history should

at least suggest to our minds what is undoubtedly true, that

the word budget is more comprehensive than a report upon
the income and expenditures of the State. An estimate of

income and expenditures is possible for the individual or for

the sovereign who conceives of the State as a private property

;

but a public budget, as that phrase is interpreted by modern
political development, is impossible except for a people which
enjoys, in some degree at least, the constitutional right of

placing a limit to public income and of exercising a control

over public expenditures.

Without undertaking a formal definition of the word

* Cf. Journal of the Statistical Society of London, Vol. XXIX, p. 325.
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budget it may be well to consider one or two of its general
characteristics as preliminary to a comparative study of the
several forms which budgets have assumed among various
peoples. In its formative stage the budget is a report upon a
nation's finances designed primarily to show to the legislator

the condition of the public treasury and the fiscal needs of the

State. This is true whether the government in question be
imperial or democratic. If imperial the report will be made
by the monarch in his capacity as administrator to himself

in his capacity as legislator ; if democratic it will be made by
the administrative to the legislative department of govern-
ment. The aim of this report is to give information to the

legislative body, and this fact determines many of the technical

questions which arise respecting it.*

The budget regarded as a report for the information of

the legislature will cover at least twice the fiscal period ; that

is to say, it will contain a statement of the results of the opera-

tion of fiscal laws during the period closed, and an estimate

of what reasonably may be expected during the period to

come. These two parts of the budget are sometimes called

the executed and the estimated budgets. The former enables

the legislator to determine the adequacy of existing fiscal laws,

and to judge of the efficiency and economy of those who ad-

minister them ; the latter is made the basis of current legis-

lation.

If in its first stage the budget is a report, in its second

stage it becomes a project of law. The conversion of the re-

port into a legislative bill is a process respecting which one can

make no very definite statement except the political conditions

and parliamentary methods of some particular people be held

in mind. Nor is this the point that should claim the atten-

tion of the student. The essential fact is that a report upon

past fiscal operations must precede new fiscal legislation.

The comprehensive nature of budgets, however, is not sug-

gested by regarding them either as a report or as a project

of law ; they must be conceived as a part of the political ma-

chinery essential to the realization of the ideal of popular

government before their dignity and importance can be

adequately appreciated. Inasmuch as the avowed purpose

* For a series of definitions see Stourm's Le Budget, son histoire et

son m/canisme, § I.
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of budgets is to secure care and economy in fiscal legislation,

so far as that is dependent on an orderly method of procedure,

it follows that a Comprehensive study of budgets will embrace

a consideration of those parliamentary rules' and laws of ad-

ministration designed to further this end. This being the

case, the study of the budget comes to be a study of adminis-

trative and parliamentary organization and procedure ; and

since this in turn is dependent on the fundamental organiza-

tion of states, it will be necessary to make frequent references

for the purpose of explanation and argument to the accepted

principles of constitutional government regarded as an ideal,

and to the peculiar requirements of the constitutional pro-

visions of particular peoples by which that ideal is worked
out. Here, indeed, is the starting-point, historically as well

as analytically, for an investigation into budgets and budgetary
legislation.

21. The Relation of Budgets to Constitutional Govern'

ment.—The relation between budgetary regulations and the

ideal of personal rights and social relations underlying popu-
lar government is a very close one. Budgets, indeed, are

one of the most important means through which those ideals

are realized in public administration. It is an old saying
that political power lies with whomsoever holds the public

purse, and it is the first lesson of history that the struggle

for constitutional government has, in large measure, been
confined to the question of control over fiscal affairs. It may
be well to refer to a few familiar instances which illustrate

this point.

(i) General Considerations.—As early as 121 5 in England
it was asserted as an ancient right that the king could not
demand payment or service from his subjects in an arbitrary

manner. The twelfth article of the Magna Charta reads as

follows :
" No scutage or aid shall be imposed in the king-

dom, unless by the Common Council of the realm, except for

the purpose of ransoming the king's person, making his first-

born son a knight, and marrying his eldest daughter once,
and the aids for these purposes shall be reasonable in amount."
By the fourteenth article, in case a general council is deemed
necessary to take into consideration the question of aids, the

king is bound to issue a formal summons to those who have
a right to meet in council, and to state in the summons the
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cause for which the council is convened. In these articles

may be found an assertion of an ancient right: that without

the consent of the subjects no imposts could be levied. This

assertion doubtless bore a very different meaning in the thir-

teenth century from its interpretation under modern political

conditions, but it shows that the principle of control over

government through control over the sources of revenue

is a very ancient one.

As bearing upon this point Creasy says :
" Among an the

nations of the Gothic stock, whether of its Scandinavian or of

its Teutonic branch, and in all the kingdoms founded by them
out of conquered Roman provinces, councils or assemblies

of some form existed, whose consent the ruling chief was
bound to obtain in order to legalize all important measures

of State. We have already drawn attention to the assemblies

of the principes, and the general assemblies of freemen among
the primitive Germans, and to the Tings of the primitive

Danes. The student may also here usefully refer to what
has been said respecting the witenagemotes of the Anglo-

Saxons. At least he must bear in mind that it was only with

the sanction of this witan that an Anglo-Saxon king could

make new laws or impose new taxes; that the prelates and

the great nobles and thanes attended these assemblies ; and

that the inferior class, the ceorls, though not directly repre-

sented there, yet were not without protectors and advocates,

inasmuch as certain of the magistrates whom the men of every

borough and township regularly elected from among them-

selves for the purpose of local self-government might be pre-

sent at the witan for the purpose of obtaining redress for any

wrong which might have been committed, and for the redress

of which the ordinary tribunals were inadequate. When once

present at the witan, though ostensibly only for the purpose

of remedial justice, the ceorl magistrates must have had some

influence in other matters also, inasmuch as the cheerful co-

operation of the bulk of the community in carrying any par-

ticular measure into effect never can be thought immaterial,

even by those who have the power of enforcing sullen

obedience. The Anglo-Saxon polity was overthrown by the

conquering Normans; but the recollection of this virtual

though indirect system of representation must have survived

among the bulk of the population, and may have greatly
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facilitated the adoption and insured the good working of the

subsequent parliamentary representation of the commons." *

In France as well as in England appeal was made to the

same principle as a principle of ancient establishment. In

1787 the right of control by the people over revenue in

France was declared to be one of the " primitive laws of the

State." In an address by the President of the Parliament of

Paris to the king are found the following words :
" The con-

stitutional principle of the French monarchy is that all im-

posts should be consented to by those who are called upon

to support them. It is not, sire, in the heart of a beneficent

king to alter this principle which holds to the primitive laws

of your State. ... If your Parliament has for many years

believed that it was able to answer for the obedience of the

people in matters of impost it has more frequently consulted

its zeal than its power." f
The great charter of Holland, also, the origin of which,

according to Beaulieu, " is lost in the night of time," imposed

upon the executive the duty of coming in person before the

assembly should he desire a grant of money. Many other

citations might be made in evidence of the antiquity and

universality among all peoples of Western civilization of this

fundamental principle which, historically at least, must be re-

garded as the basis of all budgetary legislation.

The relation of fiscal affairs to the development of consti-

tutional government appears most clearly in connection with

the later history of the English people. After the downfall

of feudalism, and the consequent political enfranchisement of

the great body of the people, a struggle arose between the

sovereign, who claimed exclusive privileges, and the com-
mons, who claimed to represent the people. It was the

principle of democracy arrayed against the principle of

monarchy; and as the feudal lords on the occasion of the

Great Charter asserted as a primitive right the right of con-

senting to supplies, so now the representatives of the nation

asserted as an inheritance of the past this same primitive

right. The struggle between the commons and the crown is

too familiar a chapter of history to warrant our dwelling at this

* Creasy, TAe Rise and Progress of the English Constitution, pp.

183, 184.

\ Leroy-Beaulieu, Trait/ de la Science des Finances, Vol. II, p. 4.
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time upon the events which it narrates. The result of that

struggle was a concession to the commons of the right of

control over the source of public supplies.

Speaking, then, historically and for peoples whose govern-

ments recognise constitutional limitations, the budget is not

merely a report from the administrator to the legislature upon
the finances of the country, but it involves a constitutional

right that such a report shall be made in order that the

people may control the finances of the nation.* Indeed, the

extent to which this right is recognised may be regarded as

one of the surest indications of the degree to which popular

government is developed. The fundamental law of every

State which pretends to enter upon a constitutional regime

contains some specific mention respecting the fiscal rights of

the people, or of the popular legislative branch which is com-
monly accepted as representing in a peculiar manner the in-

terests of the people ; and as preliminary to the further study

of budgets it may be well to consider briefly the form in which

these rights are expressed.

(2) Basis of Budget Right in England.—In England the

constitutional fiscal rights of the House of Commons are three

and as follows

:

First. The right of consenting to the imposition of taxes,

of raising the rate of existing taxes, or of the renewal of pe-

riodic taxes.

Second. The right of consenting to public loans in every

case.

Third. The right of consenting to expenditures ; that is, of

making specific grants for specific purposes, and of limiting

* The importance of the right of popular control over finance to a

well-administered State has never been more vigorously expressed

than by de Tocqueville in his treatise upon L'ancien r/gime h la revolu-

tion. He says: "I dare to affirm that upon that day when the nation,

fatigued by the long disorders which accompanied the activities of King

John and the fall of Charles the Sixth, permitted the kings to establish

an impost without its consent, and when the nobility had the cowardice

to permit the third estate to be taxed provided only that it itself was

exempt—on that day there were sown the seeds of all the vices and all

the abuses which worked themselves out in the ancient regime during

the rest of its life and which caused its violent death."—Stourm, Lt

Budget, p. 35.
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such gfrants to a specific time. Such is the legal basis of the

English budget.

(3) Basis of Budget Right in France.—Since the Revolution

of 1787 the French people have lived under eighteen different

constitutions ; all of them, however, recognise the right of

the representatives of the people to control fiscal affairs. Al-

though the form of government in France may still be re-

garded as a political question, the lesson of absolutism seems

to have been thoroughly learned, and all the constitutions

of the present century have been in substantial conformity

with the principles laid down in the Constitution of 1787,

so far as questions of fiscal right and procedure are concerned.

This principle was also asserted in the Declaration of Rights.

In Art. XIV, sec 9, of that Declaration may be found the

following :
" All citizens have the right of proving either by

themselves or their representatives the necessities of public

contributions, to consent to them freely, to. scrutinize their

employment, to determine their amount, their assessment,

their collection, and their duration."

The Constitution of 1789 had three statements which may
be accepted as the basis of the French budgetary system

:

First. It is stated in section 5 that no tax, impost, charge,

duty, or subsidy can be established without the free consent

of the representatives of the nation.

Second. It is stated in Article VI that the representa-

tives of the nation ought to hold surveillance over the em-
ployment of subsidies. In consequence the administration

ought to render a strict account to them.

Third. It is stated in Article VII that the ministers and
the other agents of royal authority are responsible for every in-

fraction which they commit against the laws, whatever may be
the order they have received.

(4) Basis of Budget Right in Germany.—It lies in the theory

of the German Government that the representatives of the

people should control expenditures, although the machinery
for working out that control is not as yet fully developed.

The principle finds expression in the Prussian Constitution

of 1850, which grants in a definite manner to the representa-

tives of the country the right to control through their vote

public receipts and public expenditures, and German publicists

are fond of narrating the following incident as proof of the
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loyalty with which this constitutional provision is regarded.

In 1862, a plan for reorganizing the army having been sub-

mitted, the deputies of the Prussian Landtag refused to make
an appropriation for carrying out the proposed reorganization.

Without narrating the incident in detail, or reviewing the

arguments by which the measure was urged, it is sufficient

to say that the reorganization of the army was carried

through without the consent of the representatives of the

people. The question was a matter of controversy for several

years. When, however, in 1866 the battle of Sadowa demon-
strated the merit of the reforms in the military by the victory

of Prussia over Austria, and the Prussian people in conse-

quence were well disposed toward the government, the king

of Prussia asked the pardon of the deputies for his illegal

act. " The public expenses made during this period," said

the king, " were without legal sanction," and he requested of

the Landtag a vote to legalize what the government had
thought it wise to do. It would be foolish to grant to this

incident all the significance which the German publicists as-

sert for it, but it at least shows that the constitutional lawyers

of the Prussian kingdom did not regard success an adequate

sanction for the fracture of a clearly expressed constitutional

provision.

In the Constitution of the German Empire adopted in 1871

the following articles are to be observed as bearing upon the

legalization of financial measures.

Article 69 affirms that " all income and expenditure of

the empire must each year be estimated and brought into

the imperial accounts." This, it will be noticed, does not state

that all income and expenditure must be voted each year, but

that the budget, so far as it is a report, must be comprehen-

sive and complete. Article 70 defines the sources of im-

perial income. Article 71 states that common expenditures

must, as a rule, be agreed to (bewilligt) each year, although

in certain cases a grant extending for a longer period may be

allowed. Article 72 imposes upon the Imperial Chancellor the

duty of laying before the Bundesrath and Reichstag an annual

statement respecting the expenditure of the imperial income.

These articles, like all constitutional provisions, bear the

meaning placed upon them by the laws passed to secure their

enforcement, but a casual reading must give rise to the
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impression that the influence of the people upon the general

policy of government by means of their control over income

and expenditure through the popular branch of the govern-

ment—that is to say, the Reichstag—is much less direct than

in the case of England or France; and this impression will

be strengthened when the nature of that influence is sub-

jected to a more careful analysis. No special provisions are

made for the enactment of financial laws, these being re-

garded in all particulars in the same manner as other legis-

lative enactments, and subject to the general rules which

control the exercise of legislative power. Indeed, it is a

significant fact that the articles of the Constitution referred to

above, and which may be regarded as providing the basis of

German budgetary legislation, pertain primarily to matters

of administration rather than to questions of fundamental

right. The " agreeing " to appropriations provided for in

Article 71 is, from the constitutional point of view, an essen-

tially different act from the consent of the House of Com-
mons in the case of English fiscal legislation, as will be seen

when the effect of a failure to agree, or to consent, to pro-
' posed governmental measures in the two countries is con-

sidered.

It should be noted further that the Constitution itself is

regarded as complementary to the fundamental provisions of

the established institutions of the land, and must be inter-

preted in the light of its relation to these institutions. When,
for example, in Article 71, it is asserted that common expendi-
tures should be agreed to each year, the words do not quite

mean what they seem to imply. German jurists assert that

the power of the Reichstag to withhold supplies is limited

by the established institutions and principles of the empire.
Thus the Reichstag cannot deny those supplies essential to

the carrying on of the government. Expenditures are divided
into two classes : first, those which can be withheld, or " op-
tional expenditures "

; and second, those which cannot be
withheld, or " necessary expenditures." For all supplies of

this second class—that is to say, those necessary for the main-
tenance of the established governmental institutions—the con-
current vote of the Bundesrath is necessary before they can be
legally withheld. It thus appears that the popular branch
of the legislature has at most a veto power upon expenditures,
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and this veto power is limited in its exercise. The German
Empire is doubtless a constitutional government, but it is

not a popular parliamentary government in the sense in which
that phrase is commonly understood; and the budget as a

means of exercising control over governmental policies is, in

Germany, in a decidedly rudimentary state.

(5) Basis of BudgetAight in the United States.—^The funda-

mental law of the United States upon financial matters, as,

indeed, upon all others, is found in the constitutions of the

Federal Government and of the several States; and it may
be said of all these constitutions that it is their aim to secure

to the people absolute control over income and expenditure,

and in this manner to guarantee to them supreme influence

over governmental policies. Omitting from consideration the

constitutions of the several States, there may be found in the

Federal Constitution four provisions designed to accomplish

this end.

First. In Article I, sec. 8, clause 12, it is stated that " no
appropriation of money [for the support of armies] shall be
for a longer term than two years." In view of the use to

which standing armies were put in the eighteenth century,

and of the practice, more or less prevalent, of employing mer-
cenaries for the purpose of military service, and, further, in

view of the popular jealousy with which a strong central au-

thority was regarded at the time the Constitution was adopted,

it is not strange that this provision should have found place in

the fundamental law of the land. Whether or not this clause

would be inserted in the Constitution were that instrument

in process of formation to-day is a question respecting which
there may be some difference of opinion. There are, however,

many who, in view of current events, profess, even at the

present time, to regard this clause as of paramount . impor-

tance to the realization of popular government.

Second. In Article I, sec. 9, clause 7, it is asserted that
" no money shall be drawn from the treasury but in con-

sequence of appropriations made by law," a provision designed

to impose responsibility for expenditures upon Congress, and

to provide against any encroachment by the executive upon
the rights and prerogatives of the people.

Third. It is further asserted in the same article that a " regu-

lar statement and account of the receipts and the expenditures
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of all public money shall be published from time to time."

In this clause is found the constitutional necessity for a re-

port, which, as already stated, is the first form in wfiich a

budget makes its appearance, the demand for which by the

representatives of the people was, as a matter of historical

record, the first step toward the realization of popular govern-

ment. It is interesting to notice that the phrase " from time

to time " was never interpreted to mean an annual report

until 1800, and that so long as the Federalist party was in

control of government the question as to the nature of these

reports from the Treasury Department to Congress was con-

tinually in dispute. In that year, however, largely through

the influence of Al'bert Gallatin, a law was passed which

provided for an annual report. By this law the provi-

sion of the Constitution referred to was given effect, and

its result has been, what was undoubtedly the purpose of

the framers of the Constitution, to increase the importance of

the legislative body in matters of public policy by giving to

it absolute control over all questions of income and expendi-

ture. " The law undoubtedly increased the power of Con-
gress over money matters, and this power was still further

increased by the creation of a House Committee of Ways and
Means, with well-defined duties and privileges. From this

time on the control of the Secretary of the Treasury grew
weaker and weaker, until finally the House, through the Com-
mittee of Ways and Means, became the sole judge of all kinds

of budgetary legislation. Occasionally there was a Secretary

who, by superior force of character, so imbued the House
with a belief in his ability to manage the finances that his

plans were accepted almost without question ; but as a general

rule the chairman of the Ways and Means Committee had far

greater influence than the Secretary of the Treasury in the

preparation of financial measures." *

Fourth. The fourth provision of the Constitution which
presents itself in seeking for the legal basis of the American
budget relates to the origin of revenue bills. In Article I,

sec. 7, clause i, it is asserted that " all bills for raising revenues
shall originate in the House of Representatives; but the

Senate may propose or concur with amendments as on other

* The Control of the Purse in the United States Government, by
Ephraim D. Adams, Ph.D.
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bills." So far as formal expression is concerned, this is an
unique feature of the Constitution of the United States and
of those constitutions modelled upon it, although the end
which it aims to secure is recognised by all peoples who en-

deavour to realize popular government. The minutes of the

convention which framed the Constitution do not indicate that

this provision was regarded as of very great importance.
" Many considered it the most convenient ground on which to

base a compromise, others thought it necessary in order to

secure the adoption of the Constitution by the people, while

there were a few who were either in favour of it because of a
firm belief in the principle or were opposed to it because of an
equally firm disbelief in the wisdom of such a provision.

" It was, however, of very little importance that the ma-
jority of the framers of the Constitution did not regard the

restriction of the origination of money bills to the House of

Representatives as a great constitutional principle, for the

people did regard it as such, and Gerry was right when he
said that the presence or absence of such a provision would
have much to do with the acceptance of the Constitution

by the people. That this provision has come to be regarded

as a constitutional principle is clearly shown by the fact

that many of the State constitutions which have been
either altered or adopted since 1787 contain sections al-

most, and in many cases exactly, similar to Art. I, sec.

7, of the Constitution of the United States. It cannot be

said that the principle of the English Constitution in this

matter was accepted by the constitutional convention and

therefore placed in our form of government. But once placed

there it was accepted by the people as what they were pleased

to call " a self-evident truth " ; and it has been believed by

the American people ever since the adoption of the Constitu-

tion that the people, through their representatives, should

control the extent and purpose of taxation." *

From the above summary it is evident that budgets rest

upon the fundamental law of states, and assume an impor-

tance in proportion as the people or their representatives con-

sciously aim at control over public policies. The treasury is

the heart of the State. " Money is the vital principle of the

body politic." He who controls the finances of the State

* Adams' The Control of the Purse.



Ii6 GENERAL CONCEPTION RESPECTING BUDGETS.

controls the nation's policy. Constitutionalism is the idea,

budgets are the means by which that idea is realized. Not
until the proprietary conception of government shall again

attain supremacy, as was the case under the absolutism of the

French monarchy, will the question of budgets and budgetary
legislation cease to bear a poQular as well as a scientific in-

terest.



CHAPTER II.

CONCERNING THE PREPARATION OF THE BUDGET.

By Whom should the Budget be Prepared?
(i) General Considerations.

(2) Practice in England.

(3) Practice in Germany.

(4) Practice in the United States.

(5) Criticism on the American Practice.

What should be the Date of the Fiscal Yeax?
Respecting the Rules for Making Estimates.

(i) Practice in the United States.

(2) Practice in France.

What should be the Form of the Budget?

Having considered budgets in their relation to popular
government, we are now prepared to enter upon an analysis

of their form and to undertake a study of the many detailed

questions which arise respecting them. There is no room
here for original method in treatment. The general order

of presentation seems to be fairly well established, and that

order will in the main be adhered to in the analysis that fol-

lows. It is probable, however, that this analysis may receive

a slightly diflferetit colouring on account of the fact that all

questions of detail will be treated from the point of view of

the American Constitution; and, as was pointed out in a

previous chapter, this Constitution is peculiar in the care with

which the principle of the separation of governmental func-

tions and the balance of governmental powers are worked out.

A budget passes through three stages in its progress to

history ; the first pertains to its preparation, the second to its

legalization, the third to its execution. The present chapter

has to do with the preparation of the budget.

22. By "Whom should the Budsret be Prepared?—^The

first question that arises in connection with the preparation

117
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of the budget inquires what pubHc officer or department of

government should be charged with the duty of making fiscal

estimates and financial proposals, and of presenting them as

projects of law. We shall first answer this question in a

general way, and then state the practice in England, Ger-

many, and the United States.

(i) General Considerations.—^Wherever fundamental law al-

lows the executive to be an active member of the legislative

body the preparation of the budget should be the act of the

government, that word being used in its strict parliamentary

sense. This is true because the government is directly re-

sponsible for the fiscal policy of the State, and should be free

to control that policy. No other answer is possible in those

countries which seek to realize efficiency of administration on
the one hand, and the liberty of the subject on the other,

through the principle of political responsibility. This will

be seen more clearly when we consider the practice in Eng-
land.

In addition to this general reason for imposing upon the

administration the duty of preparing the budget, one or two
minor considerations may be mentioned. There is greater

likelihood that impracticable theories which look well ori

paper, but which cannot be realized in practice, will be ex-

cluded from the fiscal policy if the administration, whose duty
it is to execute the budget, shall have a controlling voice in

its formulation. Again, the men who are responsible for the

administration of the government are, by virtue of their offi-

cial positions, better acquainted with the details of financial

questions than any other body of men, and on this account

it may be presumed that the budget if prepared by them
will be well adjusted even in its initial stages. Or, should it

be recognised in the course of subsequent discussion upon
the budget that it has been carelessly prepared, or prepared
in ignorance of the real needs of the State, it lies in the work-
ing of responsible government that the body of men thus

convicted of carelessness or ignorance should resign in favour
of those who have successfully criticised them. This being
the case, it may be assumed that the preparation of the budget
by the government insures for this work the best talent placed

at the disposal of the public.

Yet another reason for placing the preparation of the
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budget in the hands of the administration, though it may pos-

sibly be regarded as an appHcation of the reasons already

given, is found in the fact that under such circumstances there

is greater likelihood that an harmonious budget will be even-

tually voted than would otherwise be the case. Harmony or

balance is accepted as one of the most important marks of a

well-adjusted budget. The harmony in question is of two
sorts. The first pertains to a balance between the estimated

and the executed budget, while the second has in view a just

apportionment of the aggregate of public expenditures to the

various lines of public service. An harmonious budget in this

sense of the phrase can only be expected where responsibility

for the form in which the budget is voted is direct, personal, and
complete. Such considerations as these justify the conclusion

that where the fundamental law of the State permits the

government to come into parliamentary relations with the

legislative body, the budget should not only be prepared by
the government, but the government should have control over

it at all of its stages.

(2) Practice in England.—^The above considerations reflect

fairly well the practice in England. In this country the

cabinet, by which the government is administered, is in reality

a committee of the House of Commons, and, so far as finan-

cial measures are concerned, is held to absolute and unlimited

responsibility for all its acts. Though a single body, it acts

in many capacities. As executive it draws up and presents

to the legislature a report upon the manner in which fiscal

laws have been administered in the past; as member of the

legislature it presents its financial policy as a project of law

which of necessity must reflect the public policy for which

it asks grants and supplies; as "the government" it pre-

sents to the legislative body, whose support it seeks, such

arguments as may be urged in favour of the policy submitted.

Nothing could be simpler or more effective than government

by a committee responsible to the popular branch of the legis-

lature. It is because of its simplicity, its efficiency, and of

the degree of responsibility which it realizes that this organi-

zation has received so general a support from students of

political science.

The above statements, however, do not give full expression

to the degree to which the responsibility of the cabinet in
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England in matters of money is carried. The estimates of

the fiscal needs must of course come, in the first place, from

the heads of the various departments of government, who, in

their turn, are obliged to rely upon the detailed knowledge
of subordinate officers who have charge of bureaus or divi-

sions. Now, according to English practice, the Chancellor

of the Exchequer is given a constitutional control over the

estimates of the departments and of the subordinate officials.

This does not mean that he is granted a legal right to modify

their estimates, but, as the theory of responsibility has worked
itself out in England, he does, by virtue of the necessity of

defending the budget as a whole before the House of Com-
mons, and of securing support for it from that body, have a

controlling voice in determining both the aggregate of grants

to be asked, and the apportionment of that aggregate to the

several lines of expenditure. This is a characteristic feature

of English practice. It is an extreme application of the prin-

ciple of administrative centralization, and would be incompati-

ble with the idea of political liberty were it not that the power
thus centralized is wielded under the restraints of immediate

and direct responsibility. There is perhaps no other country

where this principle could work as smoothly and successfully

as in England ; and the fact that it succeeds in England can-

not be accepted as proof of its adaptability to other states and
other conditions.

(3) Practice in Germany.—In Germany, and indeed in all

countries whose constitutions are of the monarchical rather

than of the popular type, practically the same adjustment is

arrived at as in England, so far as the form of procedure is

concerned; but the results which follow are essentially dif-

ferent. Holding in mind the Imperial Constitution rather

than the Constitution of the States, the government, in its

double capacity of executive and legislature, is charged with

the preparation of the budget as a report, and in connection

with the Bundesrath of converting this report into a pro-

ject of law. It is true that the members of the Reichstag are

granted the right of initiative, that is to say the right of pro-

posing finance bills, so that a project of law might, so far as

constitutional privilege is concerned, be drawn up and voted
independently of the government ; but, inasmuch as the Im-
perial Chancellor is responsible to the sovereign for his ap-
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pointment, and can retain his office even though he fail to be
supported by the majority of the popular branch of the legisla-

ture, and in view of the constitutional principle that the sove-

reign can alone give authority to law, such a measure would
be abortive, except it be accepted by the Imperial Chancellor

and made a government measure. It is quite conceivable

that as a means of educating the German people to an appre-

ciation of the true nature of their government the Reich-

stag might be induced to draw out and to vote a budget
of its own making. Such a step, however, would be revolu-

tionary, and if successful would result in shifting the centre

of real power from the sovereign to the representatives of the

people. Thus, while it may be true that the German people

follow the same general method in the preparation of the

budget as the English, the responsibility for this act, both as

regards its nature and its residence, is of an entirely different

sort. It need hardly be added that under the German sys-

tem the government exercises an effective control over the

many centres from which the parliamentary estimates are

drawn. An harmonious budget, therefore, may be expected

in Germany, as in England, so far as that result is dependent

on the centralization of authority in its preparation.*

(4) Practice in the United States.—The peculiar feature of

the Federal Constitution of the United States, and of consti-

tutions of the American type, is found in the separation of

governmental functions for which it provides. It was be-

lieved that the best results would follow should each de-

partment of government be independent in the performance

of functions assigned to it. As a result of this adjustment

no governmental task whatever can be performed without

the concurrent acts of these independent repositories of

political authority. In England the House of Commons
is sovereign; in Germany the centre of government is Im-

perial authority; in the United States there is no one

department which may be called sovereign or the centre of

sovereign authority. In view of the separation of govern-

mental authority prescribed by the Constitution of the United

States, it follows that the budget cannot be prepared as a

complete document either by the executive or the legislative

* This paragraph does not undertake to suggest the relations that

exist between the Imperial Chancellor and the Bundesrath.
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branch of government. As a report upon the condition of

finances, upon the efficiency of fiscal laws, and as the first

step in the estimates for the ensuing fiscal period, it is the act

of the executive department; as a project of law, however,

it must from the nature of the case be an act of the legislative

body. Thus the preparation of the budget in the United

States may be accepted as a political process different in

character from that of either England or Germany; and,

inasmuch as a considerable number of constitutions are

framed upon the American model, it is as a type and not as an

isolated case that its merits and defects must be considered.

It will be of assistance to describe somewhat in detail the

process by which the budget comes into existence in the

United States. The Constitution requires that " a regular

statement and account of the receipts and expenditures

of all public moneys shall be made from time to time,"

and it goes without saying that this must be the work of

the official at the head of the Treasury Department. By
the law of May lo, 1800, it was provided that this report

should be laid before Congress at the beginning of each ses-

sion, and that it should be a report on the subject of finances
" containing estimates of the public revenue and the public

expenditure, and plans for improving or increasing the

revenue "
; but it was specifically added in the law that this

should be done " for the purpose of giving information to

Congress."

From the above statement it is evident that the line of

separation between the executive and the legislative function

for which provision was made by the framers of the Consti-

tution was regarded as of great importance by subsequent

legislators. Were there any doubt of this, ample evidence

could be secured from the debates of Congress previous to the

law cited respecting the clause which imposes upon the Secre-

tary of the Treasury the duty of including in his report a

fiscal " plan." There were those who objected to this when in

1789 the matter was first brought up. " It might be well

enough," said one of the members, " to enjoin upon him [the

Secretary of the Treasury] the duty of making out and pre-

paring estimates, but to go any further would be a dangerous

innovation upon the constitutional privileges of this House;
it would create an undue influence within these walls, because
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members might be led by the deference commonly paid to

men of abilities who give an opinion in a case they have thor-

oughly studied to support the minister's plan even against

their own judgment." * Another member spoke in the course
of his argument as follows :

" Does not the Constitution ex-

pressly declare that the House solely shall exercise the power
of originating revenue bills ? Now what is meant by report-

ing plans ? It surely includes the idea of originating money
bills, that is, a bill for improving the revenue, or, in other

words, of bringing revenue into the treasury. For if he is

to report plans they ought to be reported in a proper form and
complete. This is giving an indirect voice in legislative busi-

ness to an executive officer. . . . But if my construction is

true we are giving up the most essential privilege vested in

us by the Constitution." f
As against this view it was urged that so long as Con-

gress was free to accept or reject the plan of the Secretary as

the basis of the legislative bill no constitutional privilege had
been abandoned by imposing upon that officer the duty of sub-

mitting a plan. It was this sensible opinion which finally

prevailed. The debate is significant, however, in that it shows
that the difference between the budget as a report and the

budget as a project of law was early recognised, and that the

statesmen who framed the Constitution were loyal to the prin-

ciple which rendered such a distinction necessary.

The report of the Secretary of the Treasury is a document
of from fifty to an hundred pages. It begins with a condensed

statement of receipts and expenditures for the year passed,

which is commonly followed by a comparative statement

showing the decrease or the increase by items during the year.

Then come an estimate of revenue and an estimate of expen-

ditures for " the present fiscal year " upon the basis of existing

laws. These estimates, so far as expenditures are concerned,

are the totals taken from a detailed and itemized statement

of all the branches of the public service, which, as the " Book
of Estimates," are submitted to Congress, and which may be

regarded as an appendix to the Secretary's report. The formal

text of the report begins after the results of the estimates are

made known, and presents in a condensed form the condition

* Mr. Page. Cf. Annals of Congress, Vol. I. p. 592.

•f
Mr. Gerry. Cf. Annals of Congress, Vol. I. p. 601.
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of the various divisions or bureaus or offices of the Department

of the Treasury, and calls attention to recommendations or sug-

gestions of subordinate treasury officials for the advantage of

their respective services. The report of the treasury officials

to the Secretary are commonly bound up with the Secretary's

report as appendices, making in the aggregate a volume of

from twelve to fifteen hundred pages. These reports are

designed to give a complete exhibit of the condition of the

treasury and of the views of those who are responsible for its

efficient administration.

That portion of the Secretary's comments made in

obedience to instructions to submit a " plan " for the con-

sideration of Congress is of course the most interesting and
significant. The subjects discussed are as comprehensive and
various as the several divisions of the Department of the

Treasury,* and go far beyond the strict limits of budgetary

considerations. Currency, banking, the 'mint, the independent

treasuries, the rules for collecting revenue, and many other

kindred topics are subjected to discussion according to the

exigencies of the service or the needs of government. There
is no public document regularly published which reflects so

clearly the current history of the nation as the annual report

of the Secretary of the Treasury. On one occasion at least

it gives rise to the suspicion of having been written with the

purpose of influencing the nation's foreign policy.f

But notwithstanding the great importance of this report

and of the influence frequently exerted by means of it, the re-

port itself does not pass beyond the first stage of the formal

budget. It is a report for the instruction of the legislative

body, nothing more. The fact that it is presented in the

form of a " plan " and is commonly expressed in the language

of a government policy does not change in the least its real

character. The " plan " is not recognised by the Constitu-

tion as a governmental policy, and cannot become such a

policy by any act of the executive. It is not too much to say

that the Secretary of the Treasury can exercise no constitu-

tional influence upon fiscal legislation. He has no right to

appear upon the floor of the House of Representatives in

* For statement of the organization of the Treasury Department
see § 34.

f Gallatin's report of 1807.
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order to explain or urge his plan ; and his appearance in any
of the committees of either the House or the Senate is a
courtesy, and not a constitutional right. In the United States

the budget as a report is absolutely severed from the budget
as a project of law. The preparation of the former pertains

to the executive, that of the latter to the legislative, department
of government.

The report of the Secretary of the Treasury, together with
the Book of Estimates, having been submitted to the Speaker
of the House of Representatives, it is referred by the Speaker
to the appropriate committees, and from this point on until

an approved bill is submitted to the President for his signa-

ture the constitutional control over financial legislation lies

entirely in the hands of Congress.

A word may be necessary respecting the committee system
in order to explain the preparation of those financial bills

which taken together constitute the budget in its second stage.

The most important of these committees is that on Ways and
Means, which in 1795 was made a standing committee to

hold during the session of the Congress by which it was ap-

pointed, and in 1802 was given a permanent place in the

parliamentary organization of the House of Representa-

tives. As constituted in 1802 the Committee' of Ways
and Means was charged with two distinct and comprerhen-

sive lines of duty. In the first place it was " to take into

consideration all such reports of the Treasury Department,

and all such propositions relative to the revenue, as may
be referred to them by the House; ... to inquire into the

state of the public debt, of the revenue, and of the expendi-

tures ; and to report from time to time their opinion thereon."

In the second place it was stated that " it shall be the duty of

this committee ... to examine into the state of the several

public departments, and particularly into the laws making
appropriations of money, and to report whether the moneys
have been disbursed conformably to such laws, and also to

report from time to time such provisions and arrangements

as may be necessary to add to the economy of the departments

and accountability of their officers."

It is the first of these lines of duties with which this study

is at present especially concerned, that is to say, the task of

raising public revenue and of localizing its expenditures. It
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is significant that the resolution does not call for a report

from the Committee of Ways and Means in the form of a bill,

but states explicitly that the report shall be a " report of

opinion." This doubtless reflects the jealousy with which the

House regarded any possible curtailment of its authority. At
the present time, however, it is the universal practice of this

committee, as also of other finance committees, to report in

the form of bills. According to accepted practice the Com-
mittee of Ways and Means has almost exclusive control over

that side of the budget which has to do with the raising of

revenue. Its preparation is under the control of the commit-

tee, and, as a rule, the work is performed in the committee.

Without pausing to call attention to the several experi-

ments which were tried from time to time, it is pertinent to

notice that in 1865 the duties assigned to the Committee of

Ways and Means were modified in a marked degree by the

creation of a Committee on Appropriations. The mover of

the amendment by which this committee was created ex-

plained that it was designed to divide the work of preparing

finance bills between two committees, and in this way to

secure greater care and greater economy in the management
of the government finances. The duties of this new commit-

tee as presented in paragraphs 76 and '^y of the Rules of the

House are as follows :
*

Rule 76 :
" It shall be the duty of the Committee on Ap-

propriations to take into consideration all executive com-
munications and such other propositions in regard to carry-

ing on the several departments of government as may be

presented and referred to them by the House." Rule yy :
" It

shall also be the duty of the Committee on Appropriations

within thirty days after their appointment at every session

of Congress, commencing on the first Monday of December,
to report the general appropriation bills for legislative, execu-

tive, and judicial expenses ; for sundry civil expenses ; for

consular and diplomatic expenses ; for the army ; for the

navy; for the expenses of the Indian Department; for the

payment of invalid and other pensions; for the support of

the Military Academy; for fortifications; for the service of

• Rules of Order of 37th Cong., House Journal, 1862-63, 3d Sess.,

Appendix, p. 632. Also Cong. Globe, 2d, Sess., 38th Cong. pp. 666,

I3H-1317.
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the Post-Office Department and for mail transportation by
ocean steamers; and in failure thereof the reasons for such
failure. And said committee shall have leave to report such
bills at any time."

It will be noted that among the duties of this committee
is that of rendering its report on appropriations in the form
of bills, which from the constitutional point of view makes
the committee of a decidedly different character from the old

committees, which were to report " opinions." It shows that

the House of Representatives had abandoned the attempt to
" originate " money bills, as that phrase was understood in

1789, and that American practice had moved in the direction

of committee responsibility as the solution of the problems

of parliamentary procedure imposed upon this country by the

separation of governmental powers.

A third committee should be noted in this connection. In

1883 the Committee on Rivers and Harbours was created

to study and prepare such bills as pertain to appropriation

of moneys for the improvement of rivers and harbours. Two
years later this tendency was carried yet further. It happened

in that year that the gentleman who had for several years

been chairman of the Committee of Ways and Means was at

variance with the leaders of his party, and with the adminis-

tration, upon the subject of the tariff. For certain political

reasons, however, it seemed wise for the Speaker of the House
to continue him in the chairmanship of that committee. It

will be remembered that appropriation bills take precedence

of other legislation, being bills of the highest privilege, and

the chairman of the Committee on Appropriations did not

hesitate to use his power to obstruct any legislation not ap-

proved by him. At the beginning of the Forty-ninth Con-

gress it was determined by the Speaker to take from the juris-

diction of the Committee on Appropriations the majority of

the appropriation bills, and after a sharp contest this was done.

Thus the bill for the support of the diplomatic service was

given to the Committee on Foreign Affairs, the bill for the

support of the military establishment was given to the Com-

mittee on Military Affairs, the bill for the support of the naval

establishment was given to the Committee on Naval Affairs,

the bill for the support of the Indian service was given to

the Committee on Indian Affairs, and the bill for the support of
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post-offices and post-roadswas givento the Committee on Post-

offices and Post-roads. This left to the Committee on Appropria-

tions only the executive, the administrative, the judicial, the

pension, the District of Columbia, the deficiency, and the per-

manent appropriation bills. The practice thus established

has been maintained to the present time. It thus becomes
evident that the tendency in this country is towards the dis-

persion of responsibility for financial legislation, rather than

towards the concentration of responsibility in the hands of a

single committee.

Going back now to the main question from which this in-

quiry started, it appears that the preparation of the budget
in the United States is begun by the executive department

of government. The communication from the executive de-

partment may be in the form of a note from the President as

well as a report from the Secretary of the Treasury. Only
under unusual conditions would other members of the cabinet

venture to submit recommendations embracing estimates of

expenditures, although, as will shortly be explained, officials

of minor offices do make personal appeals to the members
of the various appropriation committees for modifications of

the Secretary's recommendations. The budget as it leaves the

hands of the executive is submitted in the form of (i) a report

upon the execution of existing fiscal laws for the past fiscal

period
; (2) an estimate of the fiscal needs of government for

the period about to be entered upon; (3) an outline of the

policy upon fiscal affairs which may be accepted as an ex-

pression of the desire of the administration. This document,
or documents, being accepted by the Speaker of the House of

Representatives, is referred to the several committees con-

cerned, to be used by these committees in such manner as

they shall see fit. According to the usual practice the re-

port and the estimates of the Secretary of the Treasury are

made the basis of fiscal legislation, but there is no legal or

constitutional requirement to this end.

The preparation of the budget in its second stage is wholly

a legislative act, and in this country is performed by the ap-

propriate committees. These committees may adopt the

executive recommendation as the basis of their bills, in which
case they convert the advice of the executive into a legally

expressed governmental policy for the consideration of the
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legislature; or they may ignore the recommendations of the
administration and prepare bills according to their own liking.

(5) Criticisms upon the American Practice.—^The evils which
arise in connection with the American method of preparing
money bills are three and as follows

:

First. The treasury official, who is nominally responsible

for the estimates submitted to Congress, is given no consti-

tutional or legal authority to control them. His duty is

largely clerical. Accepting the estimates of the heads of

the various independent departments and bureaus of the
government, he causes them to be classified and summarized,
and transmits the result as the Book of Estimates.* He feels

no official responsibility for the amounts which it contains,

nor is there any guarantee in the manner in which the esti-

mates are brought together that they reflect the fiscal needs
of the government economically administered, or that a just

balance is maintained between the appropriations to the va-
rious branches of the public service, as would be the case were
the Book of Estimates recognised as the basis of all legislation

upon appropriations. As an individual or as a member of the

cabinet, and through cabinet courtesy, he may doubtless in-

fluence somewhat the estimates of the various departments.

In his capacity of auditor also he may call attention to the

necessity of greater economy in certain departments than- the

officials in charge have seen fit to recommend ; but inasmuch
as the authoritative opinion on expenditures as presented to

the legislature is that of the Committee on Appropriations and
other committees rather than of the Treasury Department, the

Secretary feels no imperative necessity of presenting the esti-

mates in the shape in which, according to the administrative

policy, they ought to become law.f This must be recognised

* " The estimates of this depar'.ment are submitted as made up by the

officers in charge of the public duties to which they respectively per-

tain, and while exceeding those of last year by the sum of $1,699,332.69,

they are in excess of the appropriations made for the department at

the last session of Congress only to the extent of $608.55." From the

1881 Report of the Secretary of the Treasury, p. vii.

f The Secretary of the Treasury cannot be constitutionally the

possessor of that " ferocity" which, according to M. Thiers, is essen-

tial for a successful Minister of Finance., The following is quoted, by
Stourm as indicating the quality or character that must he displayed

by one intrusted with the administration of public expenses. After
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as a serious defect, and one which will inevitably lead to serious

evils. Each department, freed from all control, freed also from

that sense of responsibility which comes with the contemplation

of the ways and means to meet expenditures, and incited by
the desire to increase its relative importance in the govern-

ment by increasing the money voted for its support, will esti-

mate its needs in a very lavish manner. The aggregate of

expenditures asked for will, under such conditions, be greater

than under a system which recognises the estimate of the ad-

ministration as the final and authoritative estimate. If to this

be added that the Committee on Appropriations, when it

undertakes an analysis of the estimates, consults with the

heads of the various departments and bureaus, and even with

sub-oificials of the departments and bureaus, rather than with

the Secretary of the Treasury as the representative of the ad-

ministration in matters of expenditure, it is easy to see how
inter-departmental emulation and private interests will tend

to swell the aggregate of expenditures. There is thus dis-

closed a most serious defect in the American system of prepar-

ing money bills. This defect might in part be removed
should the Committee on Appropriations recognise the Secre-

tary of the Treasury as the only means of financial communica-
tion between itself and the administration. Such a ruhng
would be a reform in the direction of concentration of re-

sponsibility, and as such would be in perfect harmony with

the theory of an effective popular government. This proposal

will be further considered when the question of reform is taken

up for discussion.

Second. The second difficulty in the attainment of good
results under the American practice is due to the separation

of responsibility in the preparation of the budget in the legis-

lative body itself. The Committee of Ways and Means has

praising M. Mange for "sweet temper and rare good sense, qualities

of great importance for one who administers public finances," M. Thiers

continues his address as follows : "To this praise, if you permit me, I

desire to add a slight reproach [" Ah ! ah !

"], but very slight. I shall

not reproach M. Mange for the lack of any good quality ; no ! I shall

reproach him for the lack of a certain fault. This fault (I search for a

word to characterize it; I am obliged to employ one a little strong, but

you will pardon me), this fault which M. Mange lacks is a certain

ferocity which I regard as indispensable to a Minister of Finance."

Cf. Stourm, Lt Budget, p. 63.
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to do with raising revenue ; the Committee on Appropriations

has to do with expenditures. These are independent com-
mittees of equal and coordinate authority. Were they both

obliged by custom, rule, or law to consult with the head of the

Treasury Department relatively little harm would arise from the

fact of their independence ; but as it is there is no guarantee

of harmony between income and expenditure. On the other

hand there is every reason to expect a discrepancy between
the two sides of the budget. It is true, as was asserted at

the time the Committee on Appropriations was created, that

this committee may consult with the Committee on Ways
and Means, but the liberty to consult is essentially different

as a principle in parhamentary organization from the legal

necessity of consultation or the legal authority to control.

Neither committee is obliged to adjust its discussion to the

policy of the other.

It may be said as against this criticism that the Committee
on Appropriations has existed since 1865, and that no serious

cornplaints have been heard respecting its action; but it

should be remembered that during the thirty years of its life

the Federal Treasury has been in constant possession of sur-

plus funds. How the difficulties arising from the separation

of authority will be adjusted when the task imposed on the

Committee of Ways and Means is that of augmenting the

revenue rather than reducing it is a question upon which the

'experience of the United States has as yet thrown no light.

The separation of the committee on expenditures from the

committee on income, and the removal of both committees

from any constitutional influence or legal control of the execu-

tive department, leads to an unwarranted looseness in all mat-

ters of fiscal legislation. In this Hes the weakness of the

American budgetary system ; and if, with the separation of legis-

lative responsibility above referred to, it is recognised that the

Committee on Appropriations is such in name only, owing

to the fact that many of the important committees can bring

in bills for the expenditure of public moneys, one begins to

appreciate the extent to which responsibility for fiscal legisla-

tion in the United States is dififused by the established practice

of Congress.

Third. The third defect in the method of preparing the

budget as presented in the United States is due to the fact
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that the authority of the President cannot be brought to bear

upon fiscal legislation during its initial stage. Such legisla-

tive authority as he possesses rests upon his right to veto bills

presented for his approval, and this cannot be exercised until

the bills have passed both Houses of Congress. The practical

result of this is that the President has no voice in the adjust-

ment of the details of finance bills, and this is equivalent to

saying that his opinions are of slight Importance in questions

of income and of expenditure.

It was undoubtedly the intention of the framers of the Con-
stitution that this should be the case, but it is at least open to

question whether or not they adequately appreciated the in-

congruity of the situation. They did.not foresee the rise and
influence of standing committees. The President is the only

officer elected by the people of the entire country. He is the

only person who by virtue of his election may be said to repre-

sent the popular will. The committees, whose powers, as will

shortly be pointed out, are almost absolute in the framing of

laws, are composed of men who represent congressional dis-

tricts. Is it not an incongruity that in a matter of such vital

importance to the entire nation as the laws for raising and
disbursing revenue the men who, by virtue of their position,

are the most influential are responsible not to the country at

large, but to a small district of a possibly small State ? It is

a matter of serious complaint that the will of the people as

expressed in presidential elections is so tardily reflected in

current legislation, and this in large measure is due to the

inability of the representative of the people to influence in an
official manner the details of bills while yet they are in their

formative or plastic state. Nowhere does this evil present

itself more clearly than in connection with financial legisla-

tion.

N 23. What should be the Date of the Fiscal Year?—
Another series of questions brings into view the time element

of the budget. What should be the length of the fiscal pe-

riod ? What date should be chosen for the beginning of that

period ? At what time in the legislative session should the

budget be presented ?

So far as the length of the fiscal period is concerned, the

practice seems to be quite uniform. The year—that is to say,

a period of twelve months' duration—is accepted as the most
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convenient period contemplated by fiscal legislation and fiscal

administration. This does not mean that for some purposes

the year may not be broken into fractional parts, or that for

other purposes it may not be used as the submultiple of a

longer period. In the great majority of cases, however, the

unit of time is the year, and the phrase " fiscal year " is a
familiar one in financial discussion. This is but a recognition

of the universal practice, the reasons of which are too manifest

to require statement.

With regard to the date at which the fiscal year begins

there is not the same uniformity in practice. Thus in France

the fiscal year is the calendar year. It begins with January
1st and ends with December 31st. Formerly this was the

commonly accepted fiscal period, but at the present time the

majority of nations have selected other dates. After several

experiments England, in 1855, adopted April ist as the be-

ginning of her fiscal year, a precedent which has been fol-

lowed by the German Empire, by Prussia, Wurtemberg, Den-
mark, and Roumania, as also by other states. The United

States used the calendar year as her fiscal year until 1844,

when a change was made to July ist. This date was adopted

after a somewhat extended discussion as to the relative merits

of several proposed periods. Other states which accept July

1st as the beginning of the fiscal year are Spain, Portugal,

Norway, Canada, and Mexico. In Belgium the fiscal year,

as in France, coincides with the calendar year, but in order

to overcome the difficulties incident to this practice, and
• which, indeed, induced other nations to adopt April ist or

July 1st as the beginning of the fiscal period, Belgium has

found it necessary to break the fiscal year for certain pur-

poses into months, and to recognise le douzieme provisoire as a

necessary adjustment in her budgetary system. The choice

of the fiscal period, then, does not seem to be entirely an ar-

bitrary matter ; on the contrary, it is a detail of considerable

importance.

The considerations by which the date for the beginning

of the fiscal year is chosen are the same, in a .general way, as

those which determine the time at which the budget should

be presented to the legislative body. It is of course desirable

that the estimates, whether of income or of expenditure,

should be as accurate as possible. The budget as estimated
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should harmonize with the budget as executed. In order,

however, to secure this balance between estimated and actual

expenditure and income it is of importance that the votes

which provide for revenue and legalize expenditure should be

taken as short a time as possible before the date at which fiscal

laws are to go into operation. There is no way of accomplish-

ing this except to place the date for the beginning of the fiscal

period as short a time as possible after the date when, in or-

dinary parliamentary practice, the final vote on fiscal bills will

be taken. Thus the beginning of the fiscal year should, in a

general way, coincide with the end of the parliamentary year.

The importance of allowing as short a time as possible to

intervene between the date of the vote upon the budget and
the date of its going into operation will be appreciated if the

source of discrepancies receives a moment's consideration.

It is possible for estimates to err either on the side of income
or of expenditure. Revenue from some sources may be ac-

curately calculated. Thus revenue from a land tax or a poll

tax may be accurately determined. Revenue which is likely to

accrue from an income tax, also, provided it be of long stand-

ing in a community, may be estimated with confidence. Yet
even here any considerable change in the rate will so modify
the inducements to concealment and false statement as to in-

validate somewhat the trustworthiness of the estimate. When,
on the other hand, the financier is called upon to estimate the

probable proceeds of indirect taxes, such as excise duties or

duties on imports, he encounters a number of variable factors.

Such taxes are paid by the consumers of taxed commodities,
and their proceeds consequently fluctuate with the consuming
ability of the community. Now this is a variable factor, and
one which cannot be determined with any certainty for any
considerable length of time before the date at which the esti-

mate is made. It is essential, therefore, in order to venture a
fair guess respecting income, that the guess should be made
at a time when the probable industrial condition of the coun-
try can be foretold with some degree of accuracy. This is

the reason why the final estimate—that is to say, the vote of

the legislative body on fiscal matters—should be placed as

closely as possible to the beginning of the fiscal year.

Expenditures are perhaps capable of greater accuracy of

estimate than income, since they are, in a measure, a matter of
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choice with the government. Thus the expenses of the army
or of the navy in time of peace will probably be about the

same from year to year. This is also true of the civil list,

while payments to the sinking fund and other contractual pay-

ments are capable of exact calculation. It is, however, impos-
sible to estimate accurately the expenses of the foreign ser-

vice, of the judiciary, or indeed of the amount which must be
expended any particular year for public works. But it is true

of expenditures as of income, that the less time intervening

between the estimated and executed budget the greater is the

likelihood of harmony and of balance.

A study of the practice among various states bears testi-

mony to the truth of these considerations. In England, whose
financial administration is equal to that of any other country,

the time intervening between the first presentation of the

budget and the date of its going into operation seldom ex-

ceeds five months. The circulars calling for estimates from
the various departments of state are sent out toward the end
of October, and are presented to the House of Commons some
time in February. Thus both the estimates and the vote are

brought close to the date of execution. In the United States

the report of the Secretary of the Treasury must be presented

to Congress within ten days after the beginning of each ses-

sion of Congress, while the committees on Ways and Means
and on Appropriations are required to report to the House
within thirty days from the time the estimates are submitted

to them. Thus from six to seven months may be said to in-

tervene between the first estimates and the beginning of the

fiscal year to which these estimates apply. When, however,
it is recognised that the estimates of the Treasury Depart-

ment are not authoritative, but that these may be and com-
monly are revised by the committees, it follows that the period

between the estimated budget and the beginning of its execu-

tion is much shorter.

The practice in France does not commend itself to one

educated in the stricter schools of English or American finan-

ciering, since fourteen or fifteen months frequently intervene

between the estimates of income and expenditure and the

time when the laws based upon those estimates go into opera-

tion. For example, the administration will begin its estimates

for the year 1897 in October or November of the year 1895.
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Under such conditions accurate estimates cannot be expected,

since it is impossible for any one to tell so, long beforehand

what the commercial condition of the country will be. It is

not, therefore, surprising that the estimates in France should

exert little influence upon financial legislation. Nor is it sur-

prising to learn that France, of all countries in Europe, does

not find it inconvenient to retain January ist as the date be-

ginning its fiscal year.

The conclusion of this analysis is that April ist or July ist

is the best date for the beginning of the fiscal year, since in

this manner the least possible time intervenes between the

legalization of income and expenditure and the opening of the

period to which the laws apply.

24. Bespecting the Rules for Making Estimates. — The
first step in the formation of the budget consists in making
estimates of the income and expenditures for the year to be

covered by the fiscal legislation of the budget in question.

The importance of sound estimates arises from the fact that

at no time in its brief history is the budget in so plastic a con-

dition as during its initial stage ; at no time can it be brought
so easily to reflect the policy of the government or the interests

of the public. Should the budget go far astray in the matter

of estimates it would be very difficult, if indeed possible, to

bring it into shape during its progress through the legislature,

for that body cannot be brought to show an equal interest

in all chapters of so comprehensive a scheme of legislation,

a fact due in part to the large numbers that compose it, and in

part to the local character of the representation which its

members sustain. Sound fiscal legislation must begin with a

conservative estimate of probable receipts, and a purposeful

estimate of probable expenditures.

As Stourm very pertinently remarks, the qualities neces-

sary for correct estimates are sagacity and integrity : sagacity

to see clearly into the future, integrity to declare with truth

what one sees.* It is of course impossible to cultivate these

qualities, or to secure them at will for the service of the State

in case they exist. The most that can be done by the Science

of Finance is to inquire respecting the various methods
adopted for arriving at correct estimates, and to derive from

* Stourm, Lt Budget, p. 156.
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such an inquiry some suggestions concerning the most appro-
priate method of procedure.

It is evident that the care with which the financial items of

a given period may be estimated depends in large measure
upon the proximity of the time at which the estimate is made
to the period it is designed to cover. The bearing of this re-

mark has been already suggested when discussing the date for

the beginning of the fiscal year ; and from considerations then
submitted it is evident that a rule for making estimates that

might work well in the case of a nation which, like England,
permits but four or five months to intervene between the

formulation and the execution of the budget could not be
followed with satisfactory results if practised by a nation

which, like France, interjects from twelve to fifteen months
between the beginning and the end of the process of fiscal

legislation. The method followed in England, Italy, Germany,
and the United States is practically the same, and consists

in providing conditions that invite the exercise of sagacity.

The practice in France, on the other hand, discourages the

exercise of sagacity because it substitutes for an estimate an
arbitrary calculation.

(i) Practice in fl.s United States.—As indicating the general

practice among nations, the method followed in the United

States may serve for illustration. The report of the Secre-

tary of the Treasury, which is submitted to Congress early in

December, gives, first, the covered receipts and expenditures

for the fiscal year just passed—that is to say, for the year end-

ing on the 30th of the preceding June. From this statement

Congress may learn the results of such laws as were in opera-

tion during the period in question. In addition to this state-

ment there is next inserted a statement of receipts and ex-

penditures for the first quarter of the current fiscal year.

This brings an accurate statement of income and expendi-

tures to the close of September 30th preceding the December
in which the report is submitted. The significance of this

second statement is that it shows the results for three months

of such laws as are in operation at the time Congress is called

upon to consider further fiscal legislation. Moreover, the

accounts of the Treasury Department are kept in such a man-

ner that the Secretary knows pretty well concerning the opera-

tion of these laws during the months of October and Novem-



138 PREPARATION OF THE BUDGET.

ber, and is, on this account, in a position to modify the esti-

mates he is called upon to make by the appearance of any

unusual disturbance in the orderly course of receipts or ex-

penditures. Under such conditions it ought not to be diffi-

cult to forecast with considerable accuracy the estimates for

the remainder of the current year, since, as a matter of fact,

the government has before it the actual receipts and expendi-

tures for five out of twelve months of the period under con-

sideration.

We have not, however, come to the most difficult task im-

posed upon the Secretary of the Treasury. The important

estimate contained in his report pertains to the fiscal year

following the current year in which his report is submitted to

Congress ; that is to say, his report for the year ending June
30, 1896, must contain a statement of actual and estimated

receipts for the year ending June 30, 1897, and an estimate

of income and expenditures which may be used as a basis of

fiscal legislation for the year ending June 30, 1898. The prac-

tice usually adopted is to calculate what would be the probable

receipts of the government on the assumption that existing

laws should be continued, and then to modify this estimate on
the basis of proposed changes in the laws or in the services to

be undertaken. It is evident that the variable element in such

a calculation, and the one which calls for sagacity and intelli-

gence, arises from the instability of business and commercial
conditions. The movements in population afifecting the

general consumption of a nation may be forecast with a fair

degree of accuracy. Beyond this, however, there is no as-

sured stability in the conditions which determine the produc-

tivity of taxes. A depression in business prosperity will de-

crease the revenue to the State, while unusual prosperity will

tend to increase that revenue. The strength of the perturbing

forces cannot be measured in any arbitrary manner, although

the Secretary, in arriving at his estimates, is obliged to as-

sign a definite influence to each of these forces and to make
allowance accordingly.

The accuracy with which governmental receipts may be es-

timated for a period which lies in the future depends upon the

ability of the Minister of Finance to forecast the commercial

and industrial life of the period. There is perhaps no other

task in connection with the administration of finance that calls
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for so comprehensive a knowledge of industrial forces, or so

minute an acquaintance with statistical data.* The accumu-
lated experiences of successive years will undoubtedly result

in the formulation of certain rules that will prove to be of

great assistance in making estimates, but these rules should

always be used with intelligence and discretion. Such are

the considerations urged in support of the theory so generally

accepted that the only guarantee of satisfactory estimates con-

sists in establishing those conditions that invite the exercise

of sagacity. This is done by bringing the date of estimate

as near as possible to the period for which the estimate is

made, since in this manner not only is the task rendered re-

latively easy, but the results of a slovenly estimate will quickly

appear as a censure to him responsible for it.

(2) Practice in France.—^As a contrast to the general

method of procedure followed by the larger number of modern
nations, the practice in France bears a peculiar interest. It

must be held in mind that the period intervening between
the time for which the budget is estimated and the period to

which it applies is much longer in France than in other coun-

tries, and that a careful calculation of probable receipts is on
this account rendered more difficult. The broad margin of

time between the estimated and executed budget invites a

play of the imagination not permitted, at least to so great a

degree, under the conditions adopted by other peoples. Such
being the situation, it is perhaps natural that France should

have adopted an arbitrary rule for arriving at probable re-

ceipts.

Since the time of the Restoration it has been the accepted

practice to report in place of an estimate the covered receipts

of the last preceding year. To make clear what is meant the

following is quoted from the speech of M. Sadi-Carnot, who
was Minister of Finance in 1886. He says :

" The direct

taxes have been calculated according to the old method, which

consists in taking for the basis of the future period the receipts

realized during the last period for which the accounts are com-

plete" (" c'est-a-dire, les recettes del'annee antepenultieme ").f

Such a process cannot, of course, result in presenting to the

' It is on this account that a well-equipped statistical bureau is

essential to the equipment of the Treasury Department.

t Quoted from Stourm, Le Budget, p. 158.
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legislature an accurate statement of probable results which can
be used as a basis of fiscal legislation, and its inevitable ten-

dency must be to invite the legislature, in making appropria-

tions, to disregard the estimate of receipts submitted in the

budget. It would be difficult to conceive of a more pernicious

tendency in financial legislation than to proceed in the voting

of appropriations or in the revision of revenue laws without

a clear appreciation of the receipts which existing laws would
be likely to secure.

This embarrassment has been frankly recognised by the

publicists of France, and there have been two suggestions

designed to remedy this defect. The old rule for estimates

having been interrupted by the revolution of 1848 and subse-

quent events, the question of the proper method of procedure

was formally considered in 1854. Speaking of this question

the chairman of the Budgetary Commission expressed him-
self as follows: " The old method of procedure has certain

advantages which we do not overlook, but it has the incon-

venience of contributing to receipts an estimate always inferior

to their reality, and of necessitating also an estimate of ex-

penses upon a scale which is generally known to be below their

reality. From this there arises the grave inconsistency of

having by the side of the avowed budget a budget held in re-

serve." * To remedy this defect it was proposed to substitute

the systeme des majorations, which means in effect that to the

covered receipts of the antepenultimate year should be added
an estimate of the increase in receipts for the year to which the

budget applies on account of the expansion of commerce and
trade, or for any other cause known to the Minister. This

plan, however, was not followed for any considerable length

of time ; and when the confusion occasioned by the Crimean,

the Italian, and the Mexican wars had passed, and the ques-

tion of orderly estimate was again considered, the old rule was
brought forward and formally accepted. This was in 1863.

In 1882 the question was again discussed, and it was proposed

by M. Leon Say to revive the practice of estimates, although

in a somewhat modified form. His proposal v/as to accept

the average receipts of the five years previous to the date of

estimate as the basis of calculation, and to modify the result

thus obtained by general considerations which would suggest

* Quoted from Stourra, Le Budget, p. 160.
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themselves in attempting to forecast the operations of laws in

the future. It would have been interesting to observe what
might have been the result of this plan, but unfortunately it

was followed for a year only. It is not likely, however, that

the practice would have exerted any marked influence upon
the financier. The difficulties in the French system are radi-

cal. The period intervening between known results and the

date for estimate is too long, while the accounts of the treasury

are so tardily closed that the data for estimates would in any
case be comparatively old. The system invites neither careful

estimates nor careful legislation. The practice of other peo-
ples is rather to be commended.

25. What should be the Form of the Budget Statement?

—

The third of the technical questions respecting the prepara-
tion of the budget pertains to the form in which it shall be
presented to the legislature. Upon this point it may be said,

in the first place, that whatever its form it should be the same
from year to year, or at least that no arbitrary or unnecessary

changes should be introduced. The reason for this may be
easily stated. The rules and customs concerning the passage

of money bills should be so firmly established and so well

known that no member of the law-making body can plead

ignorance, either of the condition of the bill at the time his

vote is requested or of the parliamentary effect of his vote, as

an excuse for an erroneous decision. An established rule re-

specting the form and classification of estimates cannot, of

course, enable a legislator to avoid error of judgment respect-

ing the general policy embraced in a proposed law, but it may
enable him to understand what is implied by any particular

vote on any particular chapter of the budget at any particular

stage of its progress. An illustration will make this clear

:

Suppose that for a series of years the customary appropria-

tions for United States marshals has been included in that of

the judiciary, and that without proper notification it is

changed to some other chapter of the budget. Under such

circumstances it would not be strange should some member of

the legislature cast his vote for the judiciary appropriation, as-

suming that by so doing he had made the customary provision

for the marshals. It is futile to suppose that every member of

the legislature can keep himself informed respecting the details

of all bills that claim his suffrage at all their stages of progress
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towards law. He performs his full duty (except for such bills

as he may introduce or as come from the committee of which

he is a member) if he keeps himself in touch with the general

legislative principles and governmental policies involved in

the great mass of bills ; and he is justified in assuming that,

in the absence of formal notification to the contrary, the rules

of procedure, the classification of items, the terminology em-
ployed, and the like, of regularly recurring bills, will continue

the same from year to year. Permanency in the adopted form

of a budget is, perhaps, of more importance than the particular

form adopted.

That the budget should be introduced as a comprehensive

document will doubtless be conceded. This is true because

the general condition of a nation's finances must be known
before a rational opinion upon any particular proposal re-

specting either income or expenditure can be entertained. It

it necessary, therefore, that a budget statement should begin

by an exhibit on a single page of the aggregate of actual re-

ceipts and expenditures for the year past; the aggregate of

receipts and expenditures, actual and estimated, of the year

current; and the aggregate of estimated receipts and expen-

ditures for the year for which laws are to be enacted. This

is the general practice of nations, and in this regard the

annual report of the Secretary of the Treasury may be ac-

cepted as a model of concise and comprehensive statements.

To say that the budget statement should be comprehensive

does not, however, answer all the questions that arise respect-

ing its form, for the query still remains respecting the classi-

fication of income and expenditure most conducive to clear-

ness of discussion and intelligent legislation. The budget
will probably be voted in substantially the form in which it is

presented ; such, indeed, is the common practice of nations,

whatever their political or parliamentary organization. The
form that the budget should assume cannot be determined by
reference to any one consideration. The question which it

presents is partly a question of administrative organization,

partly a question of convenience for legislative study, and
partly a question that calls for compromise between the finan-

cial and the political interests involved. The consideration

last mentioned is the only one that calls for comment.
The natural demand of the financial interest is that the
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budget should be clear, simple, easily understood, and of few
classifications. A'bout all that the rank and file of the legis-

lative body is called upon to consider is the aggregate of ex-

penditures, and the apportionment of this aggregate to the

several lines of public service; for, so far as income is con-

cerned, it can hardly be expected that the individual members
of the legislative body will proceed in their analysis of finan-

cial af5fairs beyond a study of the general principles underlying

the project of the law. It is of course necessary that estimates

should rest on a careful scrutiny of details, but, as we have
already seen, this task is either performed by the government
or is intrusted to a specially appointed committee. All this

detail must be taken for granted by most of those whose votes

legalize income and expenditure. This being the case, it is

not necessary that, any considerable amount of detail should

be included in the budget in the form in which it is presented

to the legislative body for general discussion and approval.

A further consideration against too great detail presents

itself in case expenditures are voted by chapters and each

chapter voted independently, for under such conditions there

is great danger that the aggregate of expenditures will not be

properly apportioned to the several services calling for sup-

port. This is primarily a question of how the budget shall be

voted, rather than how it shall be presented ; but, as leading

to a just balance between the items, or clauses of items, which

make up the aggregate of appropriations, the financial interest

seems to require that the budget should come before the legis-

lative body in the form of a few comprehensive classifications.

The constitutional interest, which, in the opinion of some
writers, demands a compromise with the financial interest,

presents the following claim. The budget, it is asserted, is

the principal means by which the administration is held in

check and the general policy of the government controlled.

The classifications should not, therefore, be so comprehensive

as to render difficult a test vote upon any question of public

policy likely to arise in connection with appropriations. The
administrative classification approved by the financial interest

is too comprehensive for this purpose. On the other hand,

that which by contrast may be termed the legislative classifi-

cation would be so minute as to destroy the sense of com-

pleteness which should result from the first reading of a
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budgetary statement. No general conclusion can be laid down
for bringing these two conflicting interests into harmony.
Each nation must decide for itself what is wise, resting its

decision upon the degree to which the constitutional principle

has been developed, and the extent to which other means have
been established by which the constitutional influence of the

legislature can be made efifective as against the executive.

This much of a generalization, however, may be ventured if

confined in its application to American conditions. Good
government in this country at the present time is placed in

jeopardy rather by loose methods of business procedure than

by an undue extension of administrative influence. The impor-

tant problem in the United States at the present time pertains

to the control of the legislature by the people, and not to

the control of the executive by the legislature. The finan-

cial interest, therefore, is relatively of more importance than

the constitutional interest, and should be granted a greater

influence in giving form to the budgetary statement. Some
progress toward the recognition of sound business principles

in financial legislation may be expected from clearness, sim-

plicity, and permanency in the budget as presented to the

legislative body. The question thus brought to notice will

receive further attention in connection with the passage of the

budget to its vote.

It appears, then, that the basis of an acceptable classifica-

tion for the budget statement is found in the organization

of the government for the purpose of administration. The
Book of Estimates should be compiled so as to reflect the

departments, bureaus, or offices into which the government
is divided. The classification of receipts, also, should be ad-

justed to the source from which those receipts are drawn.
Such a classification would, in the main, meet the con-
venience of the legislature for the purpose of study and of the

administration for the purpose of estimate. Another strong

consideration in its support is that it is the only classification

which will be likely to continue for any considerable length of

time. Our general conclusion, then, respecting the form in

which 'the budget should be presented is that it should be
drawn conformable to the administrative divisions of the

government, but that these great divisions may with propriety

be divided into appropriate chapters, which in their turn re-

flect the organization within the departments themselves.



CHAPTER III.

ON THE PASSAGE OF THE BUDGET TO ITS VOTE.

Organization of the Legislature for Study of the BudgbT.

(1) Practice in England.

(2) Practice in France,

(3) Practice in the United States.

Should All Moneys be Voted Annually?
(i) Several Considerations.

(2) Practice in England.

(3) Practice in France.

(4) Practice in the United States.

(5) Practice in Germany.

(6) Conclusion.

In What Form should the Budget be Votkp?
Reform of the American Budgetary System.

(1) Enumeration of the Defects.

(2) Consideration of Remedies.

Most writers on finance draw clearly a line between the

preparation of a budget and the passage of a budget to its

vote. In all countries where cabinet government prevails, or

where the ministry is responsible to the monarch, and con-

sequently independent of the legislature, the preparation oi

the budget is a process distinct in fact as well as in theory

from its legalization. Only in countries v/here there is a con-

stitutional separation between the executive and the legisla-

tive departments, and where all bills of all sorts take their

origin in the legislature, is it difficult to maintain this distinc-

tion at every point. The present treatment of the subject

has, however, endeavoured to conform to the usual course

of analysis, and, as an aid to this end, has everywhere treated

of the budget first as a report, and second as a project of law.

That which claims the attention of the present chapter is the

budget as a project of law, no matter by what means it passed
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from the first to the second stage of its development. The
question to be discussed pertains to the most appropriate rules,

parliamentary as well as constitutional, by which a project of

law becomes an authorized bill for the raising or the expend-

ing of public funds.

26. Organization of the Legislature for Study of the

Budget.— The first question which presents itself in this con-

nection pertains to the organization of the legislative body

for the study of a fiscal policy presented for its approval.

In all countries of any size this organization takes place under

some form of the committee system. In England the com-

mittees in question are the House organized as committees

of the whole. In France provision is made for committees

of investigation by the rules of the Chambers. In the United

States standing committees have come to be a recognised part

of parliamentary machinery. All the essential principles re-

specting the organization of parliamentary bodies for the pur-

pose of studying a financial policy will present themselves in

connection with an analysis of the practice of these three

countries.

(i) Practice in England.—The initiative of all business in

England is the throne speech and the address in reply: This

speech is a part oTlEeceremonial rHnaining Trom the time

when the monarch was in fact as well as in theory the cefitre

of political power. It contains an estimate of the fiscal needs

of government, and the first vote taken is that a supply be
granted. This is neither amendable nor debatable except on
the day agreed to. The vote is significant because it is a

guarantee that the ordinary operations of government will not

be jeopardized by political controversies.* The formal vote

of supply being passed, however, the House, by a second vote,

appoints a day on which to resolve itself into a committee to

consider the supply granted, or, as it is commonly called, a

Committee of Supply. It is in this committee that the legis-

lative study of the budget, as distinct from the executive study

which has been previously given to it, takes place. The ap-

propriations having been decided, so far at least as to deter-

* The interpreters of the Imperial Constitution of Germany aim at

the same thing when they say that the Reichstag is not at liberty to

withhold appropriations essential to the maintenance of established

institutions. Cf. § 21, (4).



^l'DY OF THE BUDGET. 147

mine in a general way the aggregate of expenditures, the

House resolves itself into a committee to consider the ways
and means of raising the money granted. This committee is

called the Committee of Ways and Means. It is in connection

with the session of tjiis committee that the Chancellor of the

Exchequer delivers his " budget speech."

The organization of Parliament for the study of finance

bills centres in the character of the two committees referred

to, namely, the Committee of Supply and the Committee
of Ways and Means. They are neither standing committees

nor special committees. They are the House of Commons
convened under the free and easy rules of a committee rather

than under the stricter rules of a parliamentary body.

Nothing could be farther removed from an ideal adjust-

ment. The scrutiny of the budget ought to be committed to

a small body of picked men who, by virtue of their experience

and ability, understand the needs of the country and the prin-

ciples of finance. The procedure ought to be such as to invite

study and avoid' oratory, and it would certainly seem that the

organization of the House into a committee freed from the

stricter rules of parliamentary practice would prevent fruitful

discussion and conservative deliberation. It is therefore

something of a surprise to learn that the plan works well, but

the fact that it works well must not be accepted as commenda-
tion of the plan. The success of this manner of studying the

budget testifies to the natural aptitude of the English for self-

government ; it does not prove that it can be followed with

success by other peoples.

It will add something to our knowledge of the subject if

we inquire why this loose method of procedure succeeds so

well. What is the secret of its success ? To answer definitely,

it works well because of the efficient organization of political

parties, and of the potency of public opinion speaking through

the leaders of those parties. Although as a matter of po-

litical right any member of the House of Commons may be

present at the meeting of the Committee of Supply or of Ways
and Means and participate in the conferences, as a matter of

fact none but the leaders commonly attend, and none but the

representatives of some party or some faction of a party ven-

ture to take part in the discussion. This means that the study

of the details of the budget is committed to a set of men
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brought together by a process of natural selection, and pre-

sumably the men most capable and fit to deal with intricate

subjects by virtue of their experience, their talent, and their

political position. An inferior man, a new man, or a man who
represents merely his personal views on matters of finance,

would not be tolerated. He could not secure a hearing, for

it must be remembered by one who desires to understand the

English Constitution that a healthy Englishman is by nature

impolite.

The method of procedure in the committees is as informal

as the unwritten rules respecting the constitution of these

committees are rigid. The discussion, especially at the initial

stages, and when there is no great question of national policy

at issue, is somewhat conversational in character. After the

introduction of the budget it is in place for the opposition to

ask questions, ostensibly to elicit information, but in reality

to embarrass the government. The result is that any weak
point in the policy of the government will surely be brought to

light; and while the English ministry is very jealous of hesi-

tancy on the part of Parliament to sanction its estimates for

expenditures, it has always manifested a willingness to modify
its policy for raising revenue to meet the criticisms of either

political friends or foes. The English method of studying the

budget is not the product of design, but of an historical de-

velopment. It fits English character and conditions. It

realizes the two essentials of a good organization, namely, a

small body of experts brought together for free discussion,

and so organized as to include all the interests which have a

right to be heard on financial affairs.

(2) The Practice in France.—The French method of organi-

zation as compared with the English is highly artificial. The
Chamber of Deputies is divided into eleven bureaus or groups,

the division being made by lot. Every legislative proposal is

referred to these groups, where, according to the theory upon
which they are organized, it will receive a cursory examina-
tion, and all general principles respecting it will be determined.

Each group then appoints a certain number of its members,
who, in connection with members similarly appointed from the

other groups, form a legislative committee. The duty of this

committee is to study at leisure and in detail the legislative

project in question. The number usually appointed from each
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bureau is one, which results in a legislative committee of

eleven members ; but in the case of the budget three members
are appointed from each bureau, so that the Budget Commit-
tee comprises thirty-three members of the Chambers of Depu-
ties. It is in this committee thus constituted that the serious

study of the budget takes place in France.

Does this adjustment commend itself to general confi-

dence ? In the first place, it is said that the idea of a pre-

liminary or even cursory study of legislative proposals in the

several bureaus is not realized in practice. Thus the theory

breaks down at its most vital point, namely, as a plan which
requires every legislator to study every bill. The bureaus have

come to be in reality the machinery by which the effective com-
mittees are appointed, and judged from this point of view the

arrangement seems of doubtful expediency. The bureaus, it will

be remembered, are appointed by lot, and the most one can ex-

pect from a committeemade up of representatives of bureaus so

created is that it will reflect the average ability of the Cham-
bers. A matter, however, of such paramount importance to

the nation as its fiscal policy should be committed to nothing

less than absolutely the best talent and experience which the

country affords.

The French system may do worse than commit the study

of the budget to a committee composed of men of average

ability ; it may bring together men of decidedly inferior talent.

It is conceivable that chance should throw the only eleven

men preeminent as financiers into the same bureau, which

would mean that three only out of the thirty-three members of

the Budget Committee would be fitted for the task assigned.

This is doubtless an extreme assumption, but it indicates what

may be the character of committees made up of repre-

sentatives of bureaus chosen by lot. As against this criti-

cism it is urged that the Budget Committee is sufficiently

large to guarantee, according to the doctrine of chances, that

some of the best men will surely be included. This may be

true, but the ideal adjustment is one which claims for finan-

cial questions the attention of all the best men and none of the

poor ones, and that in the form of a small and compact body of

students.

The criticism here noticed has been urged in France, and

in 1887 the Budget Committee was chosen by ballot in the
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Chambers. The resuh of this experiment did not, however,

seem to justify a permanent departure from the accepted

rule, for the old method of appointing the committee was

again resorted to the succeeding year. It should further be

noted as a partial relief from the criticism urged above that the

task imposed upon the Budgetary Committee is to study the

detail of financial propositions " in order to facilitate general

discussion." This differs from the policy in England, where

the vote of the Committee on Supply or of the Committee on

Ways and Means practically disposes of the question at issue.

This is the important point in the comparison. The English

committee feels responsible for its decisions, while the de-

liberations of the French committee are relieved from that

sense of responsibility which attaches to a determining, if not

a final, vote. While the French system may be conformable

to French character, and so defensible from that point of view,

it certainly does not meet the requirements of an ideal or-

ganization for the study of the budget. The committee to

which the study of the budget is given over is not a small

body, it is not necessarily composed of experts, and there is no
guarantee that it will represent all interests which have a right

to be heard. The determining discussion will probably, under

such an organization, take place in the Chambers, a practice

which will inevitably lead to corrupt legislation, because it

invites bargain with factions in order to secure a sufficient

number of votes to pass the main measure.

(3) Practice in the United States.—^At the time the Federal

Government of the United States was created it seems to have

been the accepted theory that legislation ought to be the direct

product of the deliberation of Congress. The necessity of

special organization for the study of special questions was not

apparent, since the interests involved were less complex, the

legislative body less numerous, and the questions presented

for consideration fewer than at the present time. The com-
mittee system was regarded with jealousy and was of slow

development. In 1802 there were but five standing commit-
tees in the House of Representatives, and it was not until 1816

that the Senate consented to a standing committee. The logic

of necessity, however, proved stronger than a theory of

government, and the committee system developed, until at the

present time there are between fifty and sixty standing com-
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mittees of the House, and over forty standing committees of

the Senate, regularly appointed each session of Congress. It is

not too much to say that the committee system of legislation is

developed in the United States in its most extreme, and, as

some of its critics assert, its most tyrannical, form.

It would seem from the fact that the legislative body is

broken up into a large number of independent committees
that this country conformed in a general way to the parlia-

mentary practices of France rather than of England. In form
this is true. But when one considers the manner in which com-
mittees are appointed, and the influence which they have ac-

quired, they will be recognised as possessing a legislative

character peculiarly their own.

It should be noted in the first place that all committees of

the House of Representatives are appointed by the Speaker.

But the Speaker is a member of the body over which he pre-

sides and owes his election to the votes of his fellow members.
The election of a Speaker is one of the most significant events

in the political history of a Congress, since it indicates with

considerable clearness the colouring of the laws likely to be

passed by the dominant party. It is well known before the

election takes place who will be the chairmen of the impor-

tant committees. The Speaker is the leader of his party in the

House, and must from the pressure of his situation appoint the

strong men of his party to the leading positions. Thus party

responsibility is recognised in the organization of Congress for

the consideration of bills, a result which would be impossible

should the appointment of committees be intrusted to chance,

as in France.

It should in the second place be noticed that the chief

concern of the Speaker as the leader of his party is to

secure from the committees such reports as will readily be

enacted into law. He cannot, therefore, in making up the

committees ignore the leaders of the opposition, nor the re-

presentatives of any interests or localities which have peculiar

claims to be heard on the question in hand. There is thus

secured by virtue of political pressure what in England is se-
,

cured by natural selection, namely, a strong representative

committee for the consideration of all important bills.

The third point in which the American committee system

has developed a character of its own pertains to the degree of
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influence which these committees exert. Inasmuch as the

budget committees, appointed in the manner described, are

sure to be composed of strong and representative men, all

arguments likely to be presented in an open session of the

House will find their clearest and most forceful expression in

the previous sessions of the committees. This means that the

serious study of the budget takes place in the committees. It

is here that witnesses are examined, testimony taken, and the

pleas of interested parties granted a hearing. It is here, also,

that comparison is made between different measures, that con-

sideration is given to details of items, and that all questions

pertinent to a sound judgment upon the project in hand are

presented and discussed. As a matter of law no bill can be
legalized without a vote of at least a majority of the Repre-

sentatives ; as a matter of practice the laws upon which the

Representatives may express themselves by vote are deter-

mined by the committees. The rules of the House require

that all committee reports shall be considered in the commit-
tee of the whole. Any member of the; House has at this time

the right to submit an amendment, or indeed to propose a bill

to be substituted for the report of a committee ; but, so long

as the committee retains the confidence of a majority of the

party in power, no such amendment or proposal can influence

legislation unless approved by the committee in charge of the

bill under discussion.

The means by which the directing influence of the commit-
tee is retained are simple in the extreme. It is a rule of the

House that no bill can be discussed until it has passed through
the hands of its appropriate committee, and this gives to the

chairman power to " kill " an irregular bill by refusing to

report it. It is true that the House may order a report, but a
motion for such an order will not be carried unless some con-

siderable portion of the party to which the chairman of the

committee belongs are dissatisfied with his leadership, or are

more interested in the particular measure than in preserving

party discipline. When to this is added the custom that a

member cannot gain the recognition of the chair to propose

an amendment except he has previously made some arrange-

ment with the chairman of the committee it is pretty clear

that the committee is complete master of the situation. That
Congress should tolerate such tyranny (as some are pleased
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to call it) is perhaps its best justification. The truth seems to

be that the committeee system is essential for the transaction

of business. The guarantee against the too arbitrary use of

this great authority is found in the fact that the chairmen of

the important committees are the influential men in the party

to which the people have intrusted the conduct of the govern-
ment, and as such they feel party responsibility. The chief

concern with them is to secure votes for the measure upon
which they have staked the future of their party, and this

renders it highly probable that due consideration will be
shown in allotting time for debate, and that legitimate in-

terests will be granted opportunity to be heard. It is doubt-
less true that the power of a dictator is granted the chairmen
of the great committees, but it is a power that can, as a rule,

be exercised only so long as it is not used in too dictatorial

a manner.

A careful consideration of the political, constitutional, so-

cial, ethnological, and geographical conditions of the Ameri-
can people will, it is believed, lead the student of finance to ap-

preciate the committee system as well adapted to meet the

peculiar needs of the American people. It conforms, so far at

least as financial measures are concerned, to the three require-

ments of a good organization for the study of the budget,

namely, a study of the budget by a small body of men, by a

body of men who are experienced in political affairs, and by
men who represent fairly well parties, factions, sections, and
interests.

27. Should All Moneys be Voted Annually?—Having dis-

cussed the form of legislative organization we are prepared to

consider certain other questions of parliamentary procedure
which arise in connection with the passage of the budget to its

vote. Important among these questions is the one which asks

if all moneys should be voted annually.

(i) General Considerations.—The point which here lies in

controversy cannot be determined in a very definite' manner,

at least no answer can be given of such a sort as to be of uni-

versal application. The extent to which permanent appro-

priations may be used with safety (this being another way of

stating the question) depends in large measure upon the

stage of development at which a people have arrived in their

realization of constitutional government. It is one of the
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lessons of history that the executive cannot be trusted to fix

the amount and determine the character of public expenditures,

no matter what the form of political organization, for such a

concession would deprive the people, or their representatives,

of any influence in the shaping of public affairs. Strictly

speaking, it lies in the theory of constitutional government
that every item of expenditure should be submitted each

year for legislative sanction ; and it is but reasonable to con-

clude that, so long as any uncertainty exists concerning the

respective political rights of the government and the people,

it is not safe to go very far in voting permanent grants of pub-
lic moneys.

Looking at the political situation as it exists among most
peoples of Western civilization, the right of popular control

over public affairs is so fully recognised, and the various

checks upon the arbitrary use of public authority so well de-

veloped, that the necessity of an annual sanction for every item

of expenditure has in large measure passed away ; and it must
be admitted that certain embarrassments arise whenever it is

attempted to adhere strictly to the policy of annual appropria-

tions, and that it is for this reason that permanent appro-

priations are regarded with favour. It may be well to

notice the character of these embarrassments.

In the first place, an unnecessary vote is a waste of time,

and this, in view of the large number and great vaMety of

questions presented for the consideration of the legislative

body, is a serious matter. Permanent appropriations, there-

fore, are justified on the ground of economy. In the second
place, it should be observed that the larger the number of

items in the annual appropriation bills the less, likelihood is

there that adequate study will be given to those parts of the

bills which need the closest scrutiny. Thus the importance

of care in the consideration of questionable items suggests

that at least those items respecting which no possible doubt
exists should be provided for by permanent legislation. Of
more importance, however, is the fact that, in the absence of

permanent appropriations, the government would find great

difficulty in making contracts which involve financial responsi-

bility—a result likely to be attended with serious conse-

quences, since it would render impossible the performance

of many functions which lie within the legitimate sphere
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of government. It would, for example, preclude the con-
sideration of a system of public improvements, since the capital

for such improvements must be collected by an issue of public

bonds. It would, also, seriously embarrass a government in

its attempts to make headway against such a fiscal emergency
as is sure to arise in case of an expensive war. In any cir-

cumstances in which it is desirable to place at the disposal of

government an amount of capital greater than its ordinary in-

come serious difficulties would be encountered should the

ability of the legislature to guarantee payments for a series of

years be in any way impaired. From the point of view of ad-

ministrative efficiency, therefore, permanent appropriations

are highly desirable.

It may be said as against the last of the above considera-

tions that a sovereign State cannot be forced by legal means
to regard its obligations, and that what is considered a per-

manent appropriation by one legislature may be repealed by
the next. This is doubtless true, but it is also true that greater

confidence is felt in a law which makes provision for an annual

payment for a specified series of years than in the caprice of

successive legislatures. One who has observed the financial

history of free peoples must recognise that the moral sanction

which among self-respecting democracies attaches to per-

manent appropriations when they are a part of a public con-

tract, either directly expressed or implied in the conditions

under which the contract originated, does, as a matter of fact,

give an added value to the promises of government, and en-

ables the State to enter upon many lines of activity, or to make
headway against fiscal emergency, which would lie beyond its

ability should every item of expenditure be voted upon each

year.

The general conclusion to which the above discussion seems

to point is as follows. In the first stage of the development

of constitutional government—that is to say, so long as the

question of the residence of control over public policies is still

in controversy—permanent appropriations are not recognised

as in harmony with the interests of the best national develop-

ment ; but when this controversy ha's been settled through the

substitution of popular sovereignty for proprietary monarchy

the considerations which support the policy of annual appro-

priations are no longer pertinent. The practical question,



15^ P.4SSAGE OF THE BUDGET TO ITS yOTE

therefore, seems to be, not whether permanent appropriations

should or should not be used, but what class of expenditures

may be safely and advantageously provided for by permanent
legislation. On this point it may be well to inquire respecting

the practices of the leading constitutional peoples.

(2) Practice in England.—In England there has grown up
quite a list of permanent appropriations, covering in the aggre-

gate about one-third of the total of annual expenditures. These
are paid out of what is known as " the consolidated fund," and
comprise at the present time the interest and principal on the

public debi (so far as the debt is paid through annuities), the

civil list, pensions (civil and military), salaries and allowances

to certain independent officers, courts of justice, and a mis-

cellaneous series of expenditures, including guarantees of

interest upon the debts of certain foreign countries. The
consolidated fund was created after the Revolution of 1688.

A knowledge of the history of this revolution and of the

century and a half preceding is necessary to correctly in-

terpret the creation of this fund. It aimed to draw a line be-

tween the revenue of the king and of the nation. " The fun(ls

destined to the expenses of the crown became entirely dis-

tinct from those destined to the expenses of the State. This is

the origin of the civil list." As time went on, however, other

expenditures were charged to this fund, until at the present

time provision is made in this manner for all obligations

which rest on contract or arise on account of permanent in-

stitutions or definite demands.

The principle of permanency is carried yet farther on the

side of income, the duty on tea and the income tax being the

only sources of revenue which are now submitted to annual

vote. This was also true of the duty on sugar until 1874.

Four-fifths of the annual revenue of England is now provided

for by permanent legislation. The question of permanency,

however, is relatively of less importance when considered from

the point of view of income than from the point of view of ex-

penditure, since it is in connection with appropriations rather

than taxation that the policy of government is brought into

the foreground. For this reason the permanency of revenue

laws is not subjected to special consideration.

(3) Practice in France.—In France the question of perma-

nent appropriations has been the subject of considerable dis-
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cussion, but without any very definite results. It was urged
by Mirabeau in the great debate of 1789 that no tax should be
voted for more than a year except the one devoted to the ser-

vice of the debt and the civil list. In this form the idea failed

to secure support, although in the Constitution of 1791 it is

explicitly stated that " under no pretext shall the funds neces-

sary to the satisfaction of the debt or the payment of the civil

list be liable to either refusal or suspension." In 1827 the

matter was again brought forward for consideration in the

form of a proposal that the budget should be divided into two
parts, namely, the budget of the consolidated funds and the

extraordinary budget, the former comprising all permanent
and fixed services, the latter all new services and all charges of

an accidental or temporary nature. The charges against the

consolidated fund were to be permanent, and thus, according

to the author of the proposal, the Chambers would gain con-

siderable time, which might be devoted more advantageously

to the examination of the new expenses. But this proposition

was not adopted, and, as Stourm remarks, " the French
budget continues to reproduce each year all those columns of

figures which the ministers and chairmen of committees com-
ment upon without ceasing, only to accede at last to the

inevitable grant." *

(4) Practice in the United States.—^The practice in the

United States may be simply stated. Appropriations are di-

vided into three classes, known as " annual," " permanent an-

nual," and " permanent specific " appropriations, and the an-

nual appropriations embrace all not included in either of the

other classes.f The idea underlying permanent appropria-

tions in this country is about the same as in other countries.

From the administrative point of view the definition submitted

by Mr. Sherman when Secretary of the Treasury is perhaps

adequate. He said :
" The words ' permanent appropriations

'

should be confined to appropriations such as private bills,

* Stourm, Le Budget, p. 307.

t
" The general policy now is to construe all appropriations as

annual unless a contrary intention is expressed in the act, or it clearly

appears in the character of the object or service appropriated for that

Congress must have intended the money to be available until the object

is fully accomplished, or the service fully completed."

—

Report of the

Secretary of the Treasury, 1894, p. Ixvii.
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where nothing is left to executive officers for examination or

inquiry except to identify the party or to comply with some
specific duty pointed out by a specific appropriation." * From
this it would seem that any expenditure of money fixed by the

terms of a contract, or which occurs on account of an existing

law and may be definitely calculated because the terms of the

calculation are expressed in the law, or for assured compen-

sation to certain officers, may with safety be made exceptions

to the rule of annual vote. In how far this generalization ap-

plies to the practice of this country may be seen from a state-

ment of permanent appropriations as they exist in the United

States. They embrace the following objects of expenditures:

First. Salaries of public officers not political, as judges of

the Supreme Court.

Second. Salaries and expenses of officers whose duties are

essential to the carrying on of the government, as the super-

visors at elections; salaries and expenses of collecting

customs.

Third. Payments to institutions under the patronage of

the government, as the Smithsonian Institution.

Fourth. Constantly recurring claims, such as overreceipts

in taxes, drawbacks, errors, and the like.

Fifth. Permanent claims which are determined by calcu-

lation according ito the terms of some explicit law, such as in-

terest on the public debt, the amount due the sinking fund, and
the like.

None of the above payments can by any possibility come
into political controversy, and under the practice of periodic

elections it is not necessary that Congress should expend time

in making these appropriations each year.

The chief difficulty in administration pertains to the inter-

pretation of " permanent specific " appropriations. The law

upon this point is in the form of an exception to the general

statement that " all unexpended balances of appropriations

Which shall have remained upon the books of the treasurer

for two fiscal years are to be carried to the surplus fund and
covered into the treasury." The language of the exception is

as follows :
" That this proviso shall not apply to permanent

specific appropriations, appropriations for rivers and harbours,

* Letter of the Secretary of the Treasury to Hon. Samuel J. Randall,

Speaker of the House, December 14, 1877.
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lighthouses, fortifications, or the pay of the navy and marine
corps, but the appropriations named in this proviso shall con-
tinue available until otherwise ordered by Congress." * The
idea underlying this provision for permanent specific appro-
priations seems to be that a service approved by Congress,

and of such a nature that serious damage would ensue from an
interruption of work once begun, and of such a sort also that

the time and conditions for making the expenditures cannot

be fixed by law, should be granted an appropriation which,

while definite in amount, is indefinite as to the time of expen-

diture. This is shown by the services specifically named in

the law, as also by the practice of interpreting appropriations

for public improvements, such as Yellowstone Park, Military

Park, Fort Ethan Allen Military Reservation, and the like, as

permanent specific appropriations. This is quite in harmony
with Mr. Sherman's definition, in the communication already

referred to, when he says :
" A specific appropriation is one

where the amount, or subject, or person is designated par-

ticularly or in detail. It may be and usually is permanent in

terms because not limited as to time, like an annual appro-

priation."

Permanent specific appropriations, then, may be charac-

terized as appropriations for a service which would be

endangered should Congress undertake to make any definite

statement respecting the time or rapidity with which the

moneys assigned to its support should be expended. It holds

in a sense the same relation to the administration of public

affairs that a construction account does to the administration

of a railway corporation. The appropriation is not properly

classed as current operating expenses. It is more akin to an

investment of capital. For this reason also it appears that the

chief question for the legislature to decide is whether or not a

definite amount of money can be expended for the service in

question, leaving the time and manner of expenditure to the

administrative officers.

On the side of income all revenue laws in the United States

are permanent ; that is to say, they continue in force until by
the enactment of some subsequent law, or by an amendment
at some subsequent time, the law is repealed or its conditions

changed.

* Section 5 of the Act of June 20, 1894.
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From the financial point of view a serious criticism may be

urged against this practice, in that it does not contemplate

the annual adjustment of income to expenditure. In order

to insure adequate revenue for all years, it is found necessary

to provide a surplus in ordinary years. So long as a govern-

ment can expend this surplus in the reduction of debt, or in

some other flexible demand, no serious difficulty, perhaps, will

arise on this account; but should there be no means of ex-

pending in a judicious manner the surplus accruing in pros-

perous years its influence upon business conditions, as also

upon current appropriations, will be decidedly injurious.

Much better results would follow if one or two sources of reve-

nue were brought annually to the consideration of Congress,

and the rate of taxation for each year adjusted in such a man-
ner that, added to the receipts from permanent revenue laws,

the aggregate revenue should be made to conform to the ag-

gregate of appropriations. Reference has already been made to

the fact that all sources of income in England rest upon per-

manent laws, with the exception of the income tax and the tax

on the importation of tea. This is not due to any peculiar

constitutional dangers that reside in these taxes, but these

taxes are reserved for annual consideration and their rates are

adjusted each year, so as to preserve a balance between annual
income and annual expenditure. With the exception pro-

vided for by this consideration, the theory of permanent
revenue laws must be approved. To extend this permanency
to all revenue laws, however, results in loose appropriations

and finally in the necessity of providing for an increase in

revenue.

(S) Practice in Germany.—The German people, who, from
the point of view of constitutional government, cannot safely

go as far with permanent financial legislation as the people of'

England or of the United States, do, as a matter of fact, go
much further. Provision for the army, for example, is made
for a period of seven years, and in this manner practical con-

trol is given to the Emperor over all those varied services and
far-reaching policies which in the actual condition of Euro-
pean politics are bound up with military authority. The ques-

tion at issue was put very concisely by Bismarck when, in

1887, he impatiently exclaimed :
" Ought our army to be the

army of the empire or of the parliament ? This is the ques-
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tion." With regard to other expenditures also, the govern-
ment enjoys guarantee that established institutions will be
maintained. All that is left to the representatives of the peo-

ple is the limited right of denying grants for new services.

From the administrator's point of view this is undoubtedly an
admirable adjustment, since it insures stability in the military

and the civil service, and without stability efficiency cannot

be secured ; from the point of view of constitutional govern-
ment, however, such an adjustment cannot be defended, since

it regards the political liberty of the individual as of less worth
than efficient administration.

The lesson to be learned from the practice of Germany is

that permanency in the assignment of moneys to the various

branches of the public service is one of the requisites of efficient

administration, and it should be the ideal of those peoples who
aim to develop popular government to so strengthen the non-

financial checks upon the arbitrary exercise of power as to

permit an extension of permanent appropriations. England
and the United States seem to have assigned greater impor-

tance in the adjustment of their budgetary methods to political

liberty than to administrative efficiency. Germany, on the other

hand, assigns greater importance to administrative efficiency

than to political liberty. The ideal of the perfert organi-

zation is efficiency with liberty, and the rule for determining

what class of expenditures should receive annual sanction,

and what class should rest on permanent legislation, will

be developed out of a conscious effort to harmonize these two

conflicting interests.

(6) Conclusion.—The foregoing survey of the practice of

governments shows that the question of permanent appropria-

tions is in a somewhat unsatisfactory condition. The proposal

which was rejected in France in 1827, that expenditures for

new services should be the only ones to receive the approval of

the current legislature, admits of many arguments in its

favour, but a consideration of the kinds of expenditures

which this would place outside of current parliamentary dis-

cussion shows it to be too comprehensive in its character. A
newly established service should receive the repeated votes of

successive legislatures before it can safely be regarded as

among the established institutions of the State. The difficulty

seems to lie in the fact that no scientific classification of ex-
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penditure has ever been undertaken for the purpose of group-
ing together those which bear the same social significance,

and, consequently, no general rule can be laid down. There
are some grants that should never be made permanent, be-

cause they pertain to services which, though constantly recur-

ring, do not recur under constant conditions. There are other

grants which should not be permanent, because assigned to

the support of an imperfectly developed branch of the public

service, and if made permanent the future development of

the service in question would be endangered. Such, for

example, is the grant for the Interstate Commerce Commis-
sion. While the idea underlying the Commission may be

accepted as sound, and the Commission itself accepted as

a permanent institution, the law upon which it rests is so

imperfect as to preclude the satisfactory performance by the

Commission of the duties assigned to it; and it would be
unwise to make the expense of this bureau a permanent
charge before the principles of railway regulation are crystal-

lized into a rule for permanent practice. The question of rail-

way regulation in its present unsatisfactory condition should

come annually before Congress for discussion, and the only

guarantee for thi's is found in the necessity of annual appro-

priations for its support.

It is, on the other hand, an unnecessary expenditure of

time to vote each year the expenditures for the courts. The
judiciary is a fixed institution, and the amount necessary for

its support is a matter of bookkeeping and not of policy. This

is a good illustration of a grant which in all countries may
safely be made permanent. All expenditures which rest on
contract, also, should, for reasons already stated, be permanent
in character. This question of the permanency of revenue

laws, like so many questions which arise in the Science of Fi-

nance, must be determined by each nation in view of the po-
litical, industrial, and social conditions in which it finds itself.

28. In What Form should the Budget be Voted ?— It has

been conceded that a budget should be presented to the

legislative body as a complete and comprehensive document.

It remains for us to consider what form the budget should

assume for the purpose of a vote. So far as laws providing

income are concerned, there seems to be little opportunity for

difference of opinion. The discussion which has taken place
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upon this question pertains for the most part to appropria-

tions, the practice respecting tax laws being in large measure
determined by the nature of the laws themselves. With re-

gard to appropriations, however, there exists the greatest di-

versity in practice. In some cases the appropriations are

gathered into a single bill for the purpose of vote, while the

separation of appropriations in such a manner as to require

three or four hundred independent votes on the part of the

legislature is not uncommon. The question in hand, there-

fore, is a pertinent one, and inquires if there be any principles

by which an appropriate classification of expenditures for the

purpose of vote may be arrived at.

Some light is thrown upon this question by the observation

of Leroy-Beaulieu, who says : "The right of voting taxes bears

with it two separate rights, first that of verifying the necessity

of the tax itself, and second that of assigning the proceeds of the

tax to a definite purpose " ; and it will be at once conceded that

any division of the budget for the purpose of vote more minute

than is necessary to attain these ends will be the occasion of

embarrassment to the legislative body. On this point those

considerations urged above in favour of permanent appropria-

tions may be accepted as applicable to the case in hand.

Nowhere has there been a greater variety in practice

than in France. In that country the appropriations were

voted en bloc under the first republic and under the first

empire ; by ministries during the first part of the Restoration

and the first part of the second empire; by grand sections

at the end of the Restoration and once during the second em-
pire ; by chapters in 1830, in 1853, and since 1869.

The practice of voting the budget by chapters has much in

its favour provided these chapters represent some definite in-

terest. The danger, however, is that the divisions will be

made so minute that the same interest or service will claim

from the legislature several separate votes, in which case one

i$ not sure in giving his approval to an appropriation what ad-

ditional sums may be necessary to make full provision for the

service in question. This being the case, it is likely that such

portion of a given service as first receives the attention of the

legislative body will secure a larger share of the funds which

may appropriately be granted than is justified by its relative

importance. The same danger arises as between the several



l64 PASSAGE OP THE BUDGET TO ITS VOTE.

interests themselves, except they be combined in some com-

prehensive group of services. Nothing is more common than

that ample provision is made for the service which first pre-

sents its claim, and that other services equally meritorious

should find the funds exhausted before their claims are pre-

sented. This is the natural result where the legislature votes

the budget in the form of a large number of unclassified chap-

ters. Such a method tends to destroy a just balance in appro-

priations, not only between various bureaus or departments

which together make up the pubKc service, but between the

various interests that lie within the bureaus or departments

themselves.

The custom of voting the budget en bloc or in a few grand

sections is equally pernicious, since in this manner the vote is

deprived of any definite and specific meaning and the ad-

ministration is largely freed from legislative control. This

would be equivalent to the practice which existed in England,

when the extent of the influence of the legislature over ex-

penditures was to limit the amount of money raised by taxes

placed at the disposal of the sovereign for expenditure, a prac-

tice which existed in the American colonies also, previous to

the adoption of the Constitution.* Thus the second of the

two rights which Beaulieu finds embodied in the right of

the people to consent to taxes is practically, or at least in large

measure, given up where money is voted en bloc. As the in-

terest of a well-balanced budget stands opposed to the voting

of money by chapters, so the constitutional interest is opposed

to the drafting of money bills by grand sections. The general

principle seems to be that the chapters submitted for final

vote should not include an aggregate so large that each vote

fails to have a definite and precise meaning ; on the other

hand, that the appropriations should not be divided into so

many bills as to endanger a just balance between the various

lines of public service. The appropriate method must be a

compromise between these conflicting interests, and each na-

tion must formulate its appropriation bills in view of its own
•peculiar constitutional requirements.

One suggestion a little more definite in character may per-

haps be submitted. In view of the way in which estimates are

made, the budget on the side of appropriations will, as origi-

* Goodnow, Comparative Administrative Law, Vol. II, p. 276.
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nally presented, conform to the organization of the govern-
ment for the purpose of administration, and there are many
reasons in favour of the rule that a decisive vote in the legisla-

ture should conform to what may be termed the administrative

classification of expenditures. This seems necessary in view
of the fact that the appropriation of moneys for a future service

is, in a sense, an examination of the manner in which money
has been expended for a past service. Applying this sugges-

tion to the United States, the budget might adjust itself to

the classification of expenditures recognised in " The Book of

Estimates." That classification presents the estimates under
the following heads: Civil Establishment; Foreign In-

tercourse; Military Establishment; Naval Establishment;

Indian Affairs; Pensions; Public Works; Postal Service;

Miscellaneous, including the District of Columbia.

In order to insure appropriate study of expenditures each

of the above comprehensive services may be divided into a

considerable number of chapters, each chapter representing

some independent though subordinate interest. The votes

upon these chapters, however, should not be regarded as de-

cisive or final, and so far as such details claim the attention of

the legislative body should be considered in committee of the

whole. By no other means is it possible to secure well-con-

sidered and well-balanced appropriations. This rule is laid

down with some confidence since the thought which underlies

it is in large degree realized by the practice of parliamentary

peoples.

Among the embarrassments to sound budgetary legislation

none is more serious than the attachment to general appro-

priation bills of an irrelevant rider. By a rider is meant an
amendment to a bill, or a clause injected into a bill, which is

foreign to its main purpose. It commonly represents an in-

terest so small or of so personal or local a character that

it could not claim the attention of the legislative body if

presented as a bill by itself. Being attached, however, to

some important measure it receives approval, not upon its

own merits, but because to disapprove it might jeopardize the

passage of the principal measure. It may appear strange that

an amendment which must receive the approval of the ma-
jority of votes cast can be attached to an appropriation bill,

when in the form of an independent bill it would be unable to
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command support: and this could not be the case were the

amendment in question the only personal or local interest

which seeks enactment. The fact is, however, that there

are many such interests, and where the parliamentary rules

grant each member of the legislative body the right of

amendment it is altogether likely that a majority of votes

can be secured for a series of amendments through a combina-
tion of interests that have nothing in common except their

desire to be legalized. On this account general bills of public

interest are frequently obliged to carry a considerable number
of irrelevant riders.

The embarrassment occasioned by irrelevant riders is in

large measure obviated in England by denying the members
of the House of Commons the right of making amendments,
the only amendment possible being to cut down a specific ap-

propriation. It is not even permitted to impose a condition

upon the expenditure of moneys once granted. As has been
already explained, the House of Commons approves or dis-

approves the bills for appropriation as presented to it. Should
any member desire to make an amendment of importance, it

js presented as a suggestion which may be accepted or re-

jected by the Government. In any case an amendment, ex-

cept one to reduce an appropriation, must be referred back to

the Committee on Supply. In this manner full responsibility

is imposed upon the Government. No government could

stand which permitted irrelevant clauses to make a part of the

general appropriation bill.

The method by which the evil of irrelevant riders may be
obviated where fundamental law prescribes a separation of the

executive and administrative departments will receive atten-

tion in the following section, which brings into notice certain

propositions for modifying the American system of budgetary
legislation.

29. Reform of the American Budgetary System.—The
evils of the American system of financial legislation are sug-
gested by the phrase diffused responsibility. This is in part

due to the separation of governmental functions into three

general departments, a form of organization chosen after much
deliberation by the framers of the Constitution because it was
regarded by them as the best of possible adjustments for a

democratic people. In so far as the evils complained of are
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traceable to this source, it is futile to speak of a reform in

budgetary procedure. The Constitution of the United States

will never be amended as a result of any criticisms, however
just, that may be urged by the Science of Finance. More-
over, there is a very respectable number of American citizens

who see in the theory of balanced powers a higher ideal of con-
stitutional organization than can possibly be entertained by a

government in which any one department shall have attained

supremacy. This being the case, any suggestions for over-

coming the evils incident to the American system of budgetary
legislation must content themselves with the idea of rendering
effective the principle of responsibility under the conditions

imposed by the American type of constitutional government.
(i) Enumeration of the Defects.—It will add to the clearness

of this analysis if a simple statement of the defects of the

American system be submitted. From a consideration of

the preparation and presentation of the budget it was learned

that the principal evils arising in connection with financial

legislation in the United States were as follows : First, that

the Secretary of the Treasury is given no constitutional au-

thority to control estimates; second, that responsibility for

the preparation of the budget is divided in the legislature;

third, that, although legislative power is given to the Presi-

dent by the Constitution, he cannot bring his influence to

bear upon a bill while yet in its plastic state. So far as

other points considered in the previous chapters are con-

cerned, the American method of procedure seems to meet
fairly well the requirements of sound methods of fiscal legisla-

tion. That is to say, we can approve the practice of the

United States with regard to the date of the fiscal year, the rule

of making estimates, and the form in which the budget should

be presented.

The same general conclusion is arrived at when we con-

sider the passage of the budget to its vote. The formal part in

fiscal legislation is, on the whole, worthy of commendation;'

but in the voting of the budget, as well as in its preparation,

there is no adequate responsibility. Finance bills are reported

from many unrelated committees and specific appropriations

are pressed to their determining vote without due regard to

the aggregate of expenditures. The right of amendment,

also, which is almost unlimited, endangers the harmony of
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the bill, if indeed it does not threaten the integrity of its

purpose.

(2) Consideration of Remedies.—The evils that arise in con-

nection with the established practice of financial legislation in

the United States being thus clear and definite, is there also a

clear and definite remedy ? Upon one point there can be no
question. Since diffusion of responsibility is the chief source

of the evils complained of, greater concentration of responsi-

bility must be the means by which those evils are to be over-

come. It may serve to emphasize this point, as well as to

show that the difficulties mentioned are not fanciful, if the sug-

gested reforms which have been submitted from time to time

be passed in review. In presenting this summary, the author

avails himself of the concise statement of proposed reforms

found in Dr. Adams's monograph already referred to.

" The first suggestion is that the various financial commit-
tees be united, so that there shall be harmony in budgetary
legislation. The revenue and expenditure sides of the budget
would be much more likely to be carefully balanced by one
committee than by several. This suggestion would probably

result in better business methods, but it would not in any way
aiifect the main question of effective responsibility. It would
insure a more careful consideration of the relation between
taxation and expenditure, but it could not secure to the people

any real control over either the extent or purpose of such

taxation and expenditure.
" A second suggestion is that the number of the members

of the House of Representatives be diminished and that the

committees be chosen entirely from the ranks of the majority.

It is urged that by reducing the number of representatives

the number of voters necessary to elect a representative is in-

creased 90 that he is made a national instead of a sectional

representative, with national rather than sectional responsi-

bility. This is true only to a limited extent. It might be pos-

sible to gain an improved responsibility in this way, but not an
efifective responsibility. The fewer the representatives the

greater will be the influence of any one representative's vote

in deciding national policy, and moreover he will be inclined

to view questions from a national rather than from a sectional

standpoint. But this does not alter the measure of his re-

sponsibility to his constituents in any degree. The second
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part of the suggestion is intended to make the party in power
responsible for the propositions of its committees, but it does
not appear how it will accomplish this result. Ifl Congress
to-day the majority in the House have a majority of their own
number on every important committee. The responsibility

of the majority is as effective under the present system as it

would be if none but the members of the majority formed the

committee. Neither of these suggestions touches the real

trouble underlying the committee system of government.
" A third suggestion, which does recognise this evil, is

that to the President shall be given the power of appointing

the chairman and members of the committees of the House.

The argument is as follows : This power could be given to the

President without any radical change in the seemingly indis-

pensable committee system. It would, it is true, greatly in-

crease the power of the executive over legislation, but it would
not be so apparent a change of the forms of government as to

rouse the opposition of the people. It would bring to the

voter the realization of his idea, at present erroneous, that in

his vote for President he has a direct influence upon legisla-

tion. The President, by the appointment of members of com-
mittees whose ideas upon financial legislation agreed with his

own, would become the one person upon whom the responsi-

bility for such measures would rest, and it is fitting that this

should be so, since the President is the only officer of impor-

tance for whom all voters have the privilege of casting their

ballots. The President is the only person from whom it is

possible to obtain an effective responsibility.

" The suggestion is interesting as the only one so far which

clearly recognises and attempts to remedy the lack of respon-

sibility in government. But it seems impracticable, failing to

consider the possibility of a President whose political views

do not coincide with those of a majority in the House. This

may easily come about. Under such circumstances commit-

tees appointed by him, reflecting his views, could not possibly

possess the confidence of the House, and no committee could

hope to do efficient work unless supported by a majority.

Such a committee would soon realize its dependence upon the

majority, whose votes are necessary to carry out its proposi-

tions, rather than upon the President, whose power is limited

to the privilege of suggestion.
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" On the other hand, if the President, recognising the im-

practicability of appointing committees not in harmony with

the majority, should lay aside his own plan for legislation and

appoint the committee from among the members of the oppo-

sition, he would thereby make of no effect the result of the

presidential election. He would thus cast upon the House a

responsibility which, as has been seen, it is impossible to de-

mand from that body. The suggestion would be practicable

only when the President and the House were in harmony. At
any other time it could only result in continual dispute be-

tween the executive and Congress.
" A fourth suggestion is that the United States adopt the

cabinet system. There are several forms of this system, but

the central idea of each is that of a Ministry responsible to an

elected House of Representatives, and remaining in power
only so long as the Ministry and a majority of that House are

in harmony. In case of an adverse vote in the House upon
some important question, the Ministry must either resign

office to an opposition party or appeal to the country for vin-

dication. The suggestion usually made is that the United

States adopt, as far as possible, the English system ; but what-

ever form of cabinet government should be selected it would

involve a complete change in our institutions. The most im-

portant change would be the election of a President for a long

term and placing him so far above ordinary party politics that

he could interfere in no way in the conduct of national busi-

ness. He would merely be the one to whom the Ministry, on

loss of power, should surrender office. His position would be

similar to that of the President of the French Republic to-

day. The real head 'of afifairs would be some member of the

party in power who so far possessed its confidence as to re-

tain a majority in the House of Representatives. The Speaker

of the House would become a presiding officer simply, for no
one could at the same time discharge the duties of Speaker

and Premier. Elections wovild not take place at regular in-

tervals, but on occasion of an appeal to the country. The
Senate could be left as it is now and would in some measure

serve as a check upon too hasty legislation, but even then the

introduction of the system would necessitate both radical and
minute changes in the present government.

" This suggestion involves much more than the mere reform



REFORM OF THE AMERICAN SYSTEM. 171

of budgetary rules, yet it is of importance for laying stress

upon effective responsibility to the voters of the country, and
it is difficult to see how the real control of the purse can be
secured to the people without at the same time securing to
them control of all questions of legislation. The most effec-

tive argument against the cabinet system is the doubt whether
it is adapted to conditions in the United States.

" Still another suggestion likewise met to remedy the lack
of responsibility is that of the Socialists. They demand that

the offices of President and Vice-President, and the Senate,
be aboHshed and that the government be carried on by an
Executive Board elected by the House of Representatives.
They propose also that all laws of importance shall be pre-

sented to the people for their direct vote. It is evident that a
Board so elected would correspond nearly to a Ministry hold-

ing office, while supported by a majority in the House of

Representatives, under the cabinet system. The socialist plan

preserves elections at regular periods, and in truth an executive

body elected directly by the Representatives, while the cabinet

system does away with elections at regular periods and makes
the executive body dependent upon a majority in the House,
though not directly elected by them. The essential idea of

the two suggestions is nevertheless the same—that this body is

made responsible to representatives, and representatives to the

people. The same objection holds against both, though in a

greater degree against the socialist plan; namely, that they

involve a radical change in the present form of government.

If there is a way by which the desired results may be obtained

without change of institutions, or with less change, that way
merits more favourable consideration." *

The suggestion of the author of the monograph from

which the above quotation is taken is of interest. Three

changes are advocated, and briefly stated they are as follows

:

First. The President and members of the House of Repre-

sentatives should be elected for the same length of time.

Second. The choice of presidential electors should be made
by districts within the States, instead of by States as units.

Third. The President should be granted the right of ap-

pointing the principal committees in the House. " The first

of these changes would render necessary a change in the

* Adams, TAe Control of the Purse, pp. 226-229.
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Constitution, the second would require primarily a change in

custom and might involve a change in the Constitution, while

the third would demand a change in custom only."

It is not necessary to consider at length the above sugges-

tions, since they involve a constitutional amendment ; and in

view of the history of the former changes in the fundamental

instrument of government which have been made during the

past century, there seems no likelihood that the American

people would interest themselves in an amendment the only

purpose of which is to overcome an evil in fiscal legislation.

A practicable remedy must be one that can be worked out

either by a more perfect organization within the executive

and the legislative bodies, or by an agreement between these

bodies which would be in harmony with the existing structure

of the State. As a contribution to the literature of the subject,

the following suggestion is submitted, whitfh, it is believed,

recognises constitutional limitations and will, at the same
time, prove to be simple and eflfective. The object which it

sets before itself is to heighten the personal responsibility of

the President and the members of the Cabinet for fiscal legis-

lation, and to impose legislative responsibility upon the party

in power.

First. The first step in this programme has already been
suggested. It consists in the establishment o'f a budgetary

committee which shall have full and exclusive jurisdiction over

the form of the budget when presented to the legislative body
for discussion and vote. This means that the Committee on
Appropriations should be abolished, and that the duties which
it now performs should be assigned to the Committee on
Ways and Means, and that the right of other committees to

introduce bills which either directly or indirectly legalize ap-

propriations should be taken from them. In this manner
there would be established in the House of Representatives

—

this being the body which according to the Constitution has

the exclusive right or originating money bills—a committee of

undivided authority. Both sides of the budget, that of income
and of expenditure, would be studied by the same set of men,
and the danger of unbalanced appropriations would be greatly

diminished by giving them exclusive jurisdiction, so far as

projects of law are concerned, over all items of expenditure.

Two criticisms will immediately present themselves.
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A budgetary committee thus organized, it will be asserted,

is not responsible in the constitutional sense of that word ; and
it will further be urged that the duties thus imposed are so

extensive and exacting as to render their satisfactory per-

formance impossible.

So far as responsibility is concerned, the criticism does not

appear to be sound. It is true that resignation of the com-
mittee in case its projects of law are rejected in the House will

not lead, as in England, to an appeal to the country; nor
would such a result be logical, except in a country where the

government is an administrative committee of the legislative

body. It should, however, be remembered that the Constitu-

tion of the United States does require periodic elections, and
that the party in power can only sustain itself before the peo-

ple by showing that it has performed the functions intrusted

to it in a fairly satisfactory manner. This at least is the extent

of the political responsibility which is possible under the

American Constitution. Moreover, the responsibility which
is needed to overcome existing evils is not so much the po-

litical responsibility to the voter for the policy underlying

fiscal legislation, as the responsibility which will lead to a care-

ful and minute investigation antecedent to the expression of

this general policy in a definite bill. If, now, the committee
which we have styled the budgetary committee be intrusted

with exclusive jurisdiction over the form in which all finance

bills are presented, and if, in consequence, the right of the

members of the House is limited to the acceptance or rejec-

tion of the bills as proposed, a mistake in the form of the bill

comes to be a matter of party responsibility as well as a mis-

take in fiscal policy. The proposal suggested would result in

making the great majority of the House of Representatives

critics of a proposed measure rather than, as is now the case,

centres from which independent measures may be projected.

It would result in committee responsibility to the House ; for,

in case the committee could not agree upon a project of law

acceptable to the House, it would of necessity resign, and

make way for another committee which more perfectly re-

flected the desire of the party in power.

This of course brings up the question whether or not the

Speaker of the House should continue to appoint the commit-

tees. On the whole it would seem wise to permit him to con-
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tinue the exercise of this power, but he too, like the committee,

should stand in jeopardy of a forced resignation in case his or-

ganization of the House for the transaction of business did

not meet the approval of the body that elected him.* The
theory upon which legislation in this country was begun con-

sidered that all legislation should come directly from the legis-

lative body. The pressure of business rendered this impos-

sible and has led to the establishment of a committee system,

and many of the evils complained of arise from the fact that

this system is but half developed. The suggestion presented

above rests upon the conviction that legislation by commit-

tees is essential to ithe transaction of the mass of business

which presents itself, and the only purpose of the suggestion

is to establish committee responsibility.f

In further criticism of the plan suggested, it may be urged

that the duties imposed upon a budgetary committee are

greater than can be satisfactorily performed. This was the

argument which led to the establishment of the Committee on

Appropriations in 1865, but it may be doubted if Congress at

that time sought relief for the Committee on Ways and Means
in the proper manner. One acquainted with the usual

methods of procedure is familiar with the fact that a con-

siderable portion of the time of the members of important

committees is consumed with reading documents from pri-

vate parties upon private matters. Consider, for example, the

amount of time consumed by the Committee on Ways and
Means whenever a tariff law is under consideration. Con-
sider also the personal appeals from all sides that come to the

Committee on Appropriations. Now, it is evident that these

interests should be voiced, and that those who are intrusted

with formulating a project of law should have presented to

them all the arguments and considerations necessary to a

complete understanding of the situation. It is not, however,

necessary that this important committee, which, for lack of a

* There is no way of curtailing the arbitrary authority of a Speaker

except by taking from the members of the House the right to originate

public bills.

f In response to the query that may present itself on account of the

fact that committees are made up from members of both parties, the

student is referred to the foregoing analysis of the probable efficiency

of such committees. Cf. § 26, (3).
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better name, we have termed the budgetary committee, should
give audience to all interests that' claim recognition. The re-

lief from the excessive labour of a committee intrusted with
the duty of presenting finance bills should come by a more
perfect organization of the legislative body for collecting and
sifting evidence, and a more authoritative organization of the

executive department for presenting the needs of government.
There are many committees, such as that on manufactures,

on labour, on immigration, on currency, all of which are

charged with the guardianship of interests that may be
affected by financial legislation. Why cannot these commit-
tees act as the representative of the interests in question, hear

the evidence, collect the facts, digest the testimony, and then

present their respective interests to the budgetary committee ?

This would be a reasonable organization for the study of the

budget, and the budgetary committee would then become in

fact, as in France it is in theory, the organ for crystallizing the

financial intelligence and centralizing the multifarious interests

represented in the legislative ,body, as well as the responsible

source of a definitely proclaimed financial policy.

Or again, looking at the matter from the point of view of

the executive, a very considerable portion of the work now
done in the committees of Congress might be done for them in

an orderly and regular manner by administrative officials.

Suppose, for example, a commissioner were appointed within

the Treasury Department to hear evidence and collect infor-

mation touching the interests affected by a proposed law. It

would follow, were the commissioner sufficiently wise to

render his report without a colouring of policy, that the

budgetary committee might in this manner, also, be relieved

from listening to the importunities of interested advocates.

We cannot follow these suggestions further. They run

naturally into the intricacies of administration and parlia-

mentary organization. Sufficient has been said to indicate a

plan by which responsibiHty may be infused into the commit-

tee system of legislation, and to relieve our main proposition

of the criticism offered.

Second. It further hes in this plan that the right of indi-

vidual initiative of money bills, as also the right of indiscrimi-

nate amendment, should be taken away from the individual

members of the House of Representatives, whether the House
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be organized as a committee of the whole or in legislative

session. In this regard the practice in England would seem
to meet the requirements of appropriate organization.

Third. Passing now to the other side of the question, that

is to say, to the budget in the hands of the administration, it

will be remembered that no inducement is offered the ad-

ministration to formulate a governmental policy respecting

either income or expenditures, and it is of course impossible

that this, should be established as bearing the stamp of legal

authority without changing in a radical manner the existing

political organization. While this is undoubtedly true, there

is yet reason for believing that the report of the Secretary of

the Treasury might be made a more dignified and important

document, and that the position of the Secretary as head of

the department might be made more influential within the

administrative department of government, by means of a very

simple resolution of the House of Representatives. Suppose,

for example, the budgetary committee already provided for

(or, indeed, existing committees) should pass a resolution

to the effect that it would hold no communication respect-

ing finance bills with any member of the administration, or

with any officer or employe of the executive department

o^ government, except through the Secretary of the Treasury.

This would result, first, in creating a definite administrative

pohcy respecting financial measures. It would give the

legislative body means of securing official information re-

specting the willingness of the President to sign a proposed
bill in case it should be passed by both Houses of Con-
gress, and this would, in large measure, obviate the serious

criticism upon the existing situation that the President is

incapable of exercising the influence secured to him by the

Constitution when it granted him the veto power, at the

time when the finance bills are in a plastic state. It would
open, also, an avenue of compromise between the executive

and legislative departments of government which should be

formally and openly recognised. Such, a resolution, also,

would tend to increase the authority of the Secretary of the

Treasury in the matter of appropriations within the execu-

tive department itself. No practice is more effective in dis-

torting the minor details of appropriation bills than the prac-

tice of direct communication between the subordinate officers
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of the various bureaus and the members of the legislative

body. Until this is done away with it is useless to look for the

exercise by the Secretary of the Treasury of any conservative

influence upon general appropriations. Such a resolution

would give to him who, by virtue of his official position, re-

presents the financial interests of the nation an authority in

the making of estimates which he does not now possess. It

would go as far, perhaps, as it is possible to go under the pres-

ent political organization, or, indeed, as it is desirable to go,

toward establishing an authoritative financial policy of the

government.

An important consideration in support of the change in

fiscal legislation above suggested is found in the fact that

it would accomplish the result contemplated by those who
desire that the President should be authorized to veto parts

of bills, while approving other parts. This of course lies

outside the range of our present discussion since we have con-

fined ourselves to such reforms as are compatible with the

existing Constitution. It is worthy of remark, however, that

the advocates of the discriminating veto rest their arguments

upon the prevalence of irrelevant riders to important bills.

Now it is clear that the plan above suggested renders irrele-

vant riders highly improbable if not impossible, and on this

account does away with the necessity of any constitutional

extension of the executive power in legislative matters. This

is a consideration which may properly be urged in support of

the plan submitted.



CHAPTER IV.

RESPECTING DISCREPANCIES BETWEEN THE EXECUTED
AND THE ESTIMATED BUDGET.

The Three Interests Involved.

The Supplemental Budget.
Deficiency Bills or Supplemental Credits.

Administrative Appropriations.

(i) Extension of Grants.

(2) Transfer of Credits.

(3) Indefinite Appropriations.

The responsibility of the law-making body for financial

legislation does not cease with the vote of the formal budget.

Discrepancies are sure to arise between estimates and results

when the budget is placed in. execution. These discrepancies

commonly become apparent to the administration before the

close of the year for which the laws are voted, and it is impera-

tive that some regular and orderly means should be provided by
which errors in estimate may be rectified as speedily as pos-

sible, and with as little embarrassment as possible to the in-

terests involved. To consider the most appropriate method of

covering discrepancies between the executed and estimated

budget is the purpose of this chapter.

Although estimates may err 'on the side of income as well as

on the side of expenditure, it is not generally regarded as neces-

sary on this account to change the orderly course of revenue
laws until the matter comes up in connection with the next

regular annual budget. The question of aggregate income
and aggregate expenditures is not commonly made the subject

of corrective or supplemental legislation. Should general re-

ceipts for any reason fall below the estimate, so that a deficit

stares the administration in the face, the legislature might, it

is true, recall appropriations for relatively unimportant ser-

178
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vices and assign the money thus saved to the support of ser-

vices regarded as relatively more important; but this would
give rise to such confusion, if undertaken by the legislative

body, that the practice is not commonly resorted to. It is

generally acknowledged that some temporary provision shou'id

be made for a general deficit in order that the situation may
receive adequate consideration when making provision for the

succeeding fiscal year. This contingency of a general deficit

through shrinkage in revenues is too important a matter to be

dealt with under the pressure for quick decision usually at-

tending supplemental legislation. It will therefore not be

considered in this connection.

The same conclusion follows should the source of income
be unusually prolific, so that it becomes evident in the middle

of the fiscal year that a surplus will result from the continued'

operation of existing fiscal laws. A general surplus, like a

general deficit, is not commonly made the occasion for cor-

rective legislation.* It would be adequate, in the absence of

other considerations, to urge against such a procedure that

arbitrary changes in the rate of taxation, or unadvertised

changes in revenue laws, or changes made at unusual times,,

are not approved by financial principles. The importance of

stability in matters of taxation confines the revision of rates to

the orderly annual budget.

The errors in estimates which are the occasion of such em-
barrassment as to warrant revision during the course of the year

to which the estimates apply pertain to inadequate appropria-

tions for specific services, or they arise on account of some
unusual or unforeseen demand. The assumption is that the

service itself was approved when the general appropriation

bills were passed, or that the demand, being of the nature of an

exigency, will command immediate approval upon presenta-

tion. The difficulty to which the legislature must address itself

is found in the fact that the administration has not been granted

sufKcient money to carry on approved service until the close

of the current fiscal year, when a new appropriation for its

support may be expected. How shall the period be covered

* It should, however, be made the occasion of providing some means

of returning the surplus to the ordinary channels of traded This ques-

tion, however, finds proper treatment in connection with the analysis of

financial organization and administration. Cf. § 36,
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for those months that remain after the old appropriation is

exhausted and before the new appropriation is opened ? Such

is the question presented for discussion.

30. The Three Interests Involved.—Before considering

this question in detail it may be well to call attention to the

three interests involved. These are the financial interest, the

administrative interest, and the constitutional interest.

First. The financial interest demands that the expense for

services should be kept at the lowest possible point consistent

with efficiency, and that an equilibrium should be maintained,

so far as possible, between the aggregate of income and the

aggregate of expenditure. It has already been pointed out

that looseness in estimates on the part of the legislature would

not be conducive to good budgetary results ; it is equally true

that any looseness on the part of the administration, such as

would be sure to follow if executive officers were granted any

considerable degree of liberty in the expenditure of money,
w^ould tend to destroy clearness and certainty in the accounts

of the government. The financial interest, then, demands that

the administration should observe in every particular the letter

of the law.

Second. The administrative interest claims that a work
once undertaken, or a service once entered upon, should not

be checked for want of supplies before brought to completion.

It would be highly injurious should a diplomatic service, for

example, which, on account of some exigency in foreign re-

lations, proves to be more expensive than was contemplated

in the bill of appropriations, be arrested for lack of funds be-

fore the service is brought to completion. Cases have arisen

in which important prosecutions by government have been
caused to fail as a result of inadequate appropriations. Ref-

erence has already been made to the unnecessary expense re-

sulting from the interruption of services like public works due
to inadequate appropriations. Such considerations as these

make it apparent that some orderly and regular means should

"be provided by which the administration may be placed in pos-

session of funds with which to continue an approved service

in case the moneys appropriated shall have been expended
before the new appropriations become available.

Third. The constitutional interest, which is the third of the

interests to be considered in providing for the orderly covering
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of casual deficits, stands opposed to looseness in fiscal affairs^

whether on the part of the administration or of the legislative

body; but especially is it opposed to the exercise of any au-

thority by the administration in the expenditure of money be-

yond what is definitely stated in the law. This thought need
not be expanded. It is fundamental in the theory of the

budget, and has found frequent expression in the foregoing

discussion.

A review of the practice of nations in covering deficiencies

in orderly iappropriations, or in providing for relatively un-
important exigencies, discloses three lines of possible pro-

cedure :

1. A supplementary budget may be voted, designed to cor-

rect the errors that have been discovered.

2. Deficiency bills may be pass:ed, or some provision made
by which a deficient appropriation may be increased.

3. The administration may be authorized to make provi-

sion for orderly mid-year deficits.

Each of these methods will be made the subject of separate

consideration.

31. The Supplemental Budget.—^A supplemental or cor-

rective budget is one introduced as supplemental to or correc-

tive of fiscal laws already in course of execution. It is, how-
ever, an independent budget, and not an amendment to the

regular appropriation bills. It is a second or mid-year budget,

and as such opens up the same field of discussion that was
traversed when the original budget was presented for con-

sideration and vote. It is intended by those who advocate this

procedure that the supplemental budget shall supersede the

original bill, and it is quite in order for it to modify the con-

ditions upon which moneys have been expended by executive

officers during the first few months of the fiscal year. This

general statement presents the character of the supplemental

budget much more clearly than could be done by a formal

definition, and it has the added advantage of bringing into

prominence the consideration upon which this method of

covering a deficit must be approved or disapproved.

The principal argument urged in favour of supplemental

budgets is that by means of them the conditions under which

the annual budget was originally voted are again brought to

the notice of the legislature, and that opportunity is thus
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afforded for correcting any errors of any sort that may have

been discovered. To put the matter in another way, the sup-

plemental budget is defined as a means of bringing the efTec-

tive estimates yet closer to the execution of the laws that

legalize them. It is indeed diflficult to see how they may be

brought much closer, since the estimate underlying a sup-

plemental budget takes place within the fiscal year to which

the appropriation applies. While admitting the general fact

assumed by this argument, it may be doubted if the end which

it holds in view commands unqualified approval. The general

discussion upon the merits of a service, or upon the relative

importance of the several services, which the legislature de-

signs to support should take place before they are assigned

to executive officers for administration. The budget once

voted, the administration should be granted as long a period

as possible free from the interruptions of further legislation.

The year contemplated by the original law is short enough

—

indeed, it is too short—for the best administrative results ; and

the convincing argument against the policy of supplemental

budgets is that by means of them security against interrup-

tion cannot be guaranteed for more than five or six months.

It must not be overlooked that sound financial administration

is as important to good government as sound financial legisla-

tion, and it calls for no extended analysis to perceive that se-

rious mischiefs will follow a general feeling of insecurity on the

part of executive officers, such as must result from opening

up the general field of discussion by a mid-year budget. It is

essential to the orderly conduct of public aflairs that questions

of administrative poHcy should not be open to constant dis-

cussion and possible revision, and it is largely on this account

that nations have fallen into the practice of correcting errors

of estimate in such a manner as to leave unimpaired the con-

ditions under which the original appropriation was voted.

Another consideration against supplemental budgets is

found in the fact that they lead to an uneconomical use of the

time of the legislative body. The chief embarrassment which
arises in connection with popular government is due to the dis-

incHnation of parliamentary bodies to arrive at final decisions.

There comes a point in all public affairs when deliberation

must be brought to a close. It not unfrequently occurs that

an imperfect decision is better than no decision :it all This
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is a truth which small men never learn, and which men of a
broader pattern are frequently slow in learning ; and it is wise
that the rules adopted by the parliamentary body for the con-
duct of its business should hold in mind the necessity of direct-

ing debate to the questions that are in reality important. A
supplemental budget is at best a budget that pertains to five

or six months ; and there is great danger, should the relative

merits of the several services for which money is appropriated
be brought into controversy, that the time necessary for

making proper provision for the ensuing year, or of consider-

ing questions of enduring importance, will be consumed in a
discusision of a relatively unimportant question. It is much
better that the information derived from a presentation of the

necessity of supplemental appropriations should be made a

basis for the discussion of the next annual appropriation bill.

32. Deficiency Bills or Supplementary Credits.—The pro-
cedure which comes into contrast with that of supplemental
budgets, and which under one name or another finds general

support in the practice of nations, is known in this country

as the voting of " deficiency bills." The corresponding phrase

in England is " supplemental credits," in France " credit ad-

ditionnel." The difference between the supplemental credit

and the supplemental budget may be clearly stated. The latter

is in reality a new law ; the former, while it may have the ap-

pearance of a new law, goes no further than to increase an ap-

propriation for an approved service. The original law con-

tinues to be the authoritative act, and the supplemental credit

does not in any way modify the terms of the original grant.

The supplemental budget has the practical effect of establish-

ing a fiscal period of six months, while the supplemental credit

recognises the year as the fiscal period, and aims only to sup-r

plement appropriations that experience has shown to have

been too small as provided for in the original law.

The contrast between these two methods of harmonizing

discrepancies is thus clear and distinct; and, assuming the

necessity of some sort of corrective legislation- if we are right

in withholding our approval from the supplemental budget

because it disturbs unnecessarily the stability of conditions

essential to the satisfactory administration of a public service,

we are forced to approve supplemental credits, since by means

6f them provision can be made for a service that has run short
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of funds without embarrassment to the service itself. If it be

urged as against this conclusion that the deficit which is the

occasion of the supplemental credit is not due to an erroneous

estimate, but to mismanagement on the part of the adminis-

tration, and that the legislature should, on this account, revise

the conditions upon which the grant was originally made, two

replies present themselves.

First. Responsibility for mismanagement on the part of the

executive officers lies with the head of the executive depart-

ment, and not with the legislature. It is not reasonable to as-

sume that the entire administration is guilty of weak and in-

efficient management, or that such weakness and inefficiency

as it shows has sprung up since the vote of the annual budget.

The personnel of the administration is, in the main, the same
as when, six months before, the appropriations were voted by

the legislature, or when, twelve months before, the estimates

were submitted by the administration. It may be that a de-

ficit in some few cases is due to the mismanagement of some
particular officers, but this is a matter which properly comes
under the jurisdiction of the head of the executive department

in which the mismanagement has occurred.

Second. Questions of procedure in matters of government
must be decided according to the relative advantage or disad-

vantage likely to follow from them ; and should it be true that

a mid-year examination of appropriations in process of execu-

tion should disclose some error in judgment, either in the

policy underlying a service or in the conditions imposed by the

law providing for the service, it is probable that less harm
would be done by perpetuating the error for five or six months
than by an attempt to correct it by new legislation. As an ex-

ception to a prescribed rule, and to meet an especially flagrant

case, the legislature might perhaps change the conditions of

the original grant; but to do this for any considerable num-
ber of services, or under circumstances likely to invite ex-

tended discussion or party controversy, would, for the reasons

already stated, be the occasion of unnecessary embarrassment

to the orderly execution of the laws. It is a rule that admits

of few exceptions that mid-year fiscal legislation ought to be
strictly confined to the voting of supplemental grants to es-

tablished services.

; While approving in a general way the policy of deficiency
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bills or supplemental grants, it cannot be overlooked that their

use has frequently been attended with serious mischiefs.

They seem to present a temptation peculiarly their own.
Thus the practice of deficiency bills tempts the administration
to withhold a complete statement of its needs in the original

estimate for fear its estimates may be cut down. The officers

of the executive department may have greater confidence
in the willingness of the legislature (or, what amounts to

the same thing, in their ability to coerce the legislature)

to grant supplemental credits than to vote the entire

amount which they recognise as necessary in the original

appropriation. This of course is an improper method of

procedure and a perversion of the theory of deficiency

bills, which should be strictly limited to the correction

of legitimate or inevitable errors in the original estimates.

The legislature, also, or rather the party in power, finds itself

exposed to a similar temptation. Suppose, for example, an
important election between the voting of the original appro-
priation and the time when deficiency bills are presented.

What is to hinder the legislature from curtailing the appro-

priations in the regular budget in order to make a show of

economy before the public ? Such a policy must of course be
followed by unusual appropriations in the form of deficiency

bills, but the election meantime has taken place and the party

has been returned to power. This is both an undignified and
a dishonest procedure. It is a falsification of accounts.. It is

legislation designed to mislead the public. It is morally as

culpable as erroneous charges in the accounts of a corpora-

tion. But, unfortunately, it is not so regarded in the moral

code of practical politics. For a false estimate by the ad-

ministration the legislature has a quick remedy The adminis-

tration is dependent upon the legislature, and there are many
ways by which disapproval of such a course may be expressed.

For a false estimate by the legislature itself, however, there is

no redress except it lie in the vigilance of the party out of

power. The true remedy is in a clear appreciation of what

a deficiency bill is for and in prescribing such rules that

supplemental appropriations will be confined to their legiti-

mate purpose.

S3. Administrative Appropriations.—The peculiar temp-

tations that accompany the use of deficiency bills have led to



l86 THE EXECUTED AND THE ESTIMATED BUDGET.

the suggestion that possibly the administration, acting for the

legislature under conditions which would eventually bring its

decisions to the legislature for approval and legalization,

should be authorized to make provision for the covering of

orderly mid-year deficits. This thought suggests three

methods of procedure, each of which is practised to some ex-

tent by modern peoples.

First. The administration may be authorized to extend

grants for approved services.

Second. The administration may be authorized to trans-

fer the surplus of one service to cover the deficit of

another.

Third. The administration may have at its disposal a

limited fund to 'be used at its discretion.

We shall consider, in a cursory manner, each of these sug-

gestions.

(i) Extension of Grants.—Like so many questions in

finance, the decision of this one turns upon the extent to which

constitutional checks other than those implied in the right of

the representatives of the people to vote public moneys have

been developed. Parliamentary adjustments are a means to

an end, they are not themselves an end. And if no danger to

political liberty lies in an extension of the functions of the ad-

ministration it will, as a rule, lead to increased efficiency in

public affairs. Especially is this true when details rather than

principles are the subject of consideration. Now it must be

remembered that the development of budgets and of budget-

ary control resulted from a struggle of the people against

the arbitrary exactions of an ambitious monarchy. That
controversy, however, has been settled. The danger to which
popular government is now exposed arises from deceptions

practised by legislators rather than encroachments designed

by administrators. Moreover, the weakness of popular

government shows itself in the inefficiency of administration,

due in large measure to the petty limitations under w'hich

executive services are performed. The policy of supplemental

credits was preferred to that of the supplemental budget be-

cause the former grants freer play to administrative control.

The same consideration now leads to the approval of the po-

licy of covering deficits in current appropriations by imposing
this task upon the administration, provided this can be done
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without endangering the supremacy of the legislature in mat-
ters of general policy.

In no country has this question been so thoroughly dis-

cussed as in France, and it may be well on that account to

inquire what decision the French have arrived at respecting

it. Two important laws have been passed since 1870—^that

is to say, since the establishment of the present French Re-
public—^for the purpose of harmonizing the conflicting in-

terests which arise on account of deficiencies in specific appro-

priations. The first of these laws was passed in 1871, the

second in 1879. The law of 1871 is interesting in that it

practically revived the method followed by the government of

Louis Philippe and of the Republic of 1848. In order to

understand this law it must be remembered that under the

Restoration the French budget was almost embryonic, and it

was customary to transfer a surplus from one appropriation

to cover a Heficit in another. Such a practice was, of course,

destructive to clearness of accounts and to the efficacy of

legislative control. It was for that reason abandoned. Ac-
cording to the law of 1871, the executive was empowered to

extend an appropriation which had been specifically voted,

but certain checks were established to prevent the extrava-

gant employment of this unusual power. Thus all moneys
spent without the authority of specific grants must, in the first

place, be for the support of a service which has already re-

ceived the approval of the Chambers ; it must, in the second

place, receive the unanimous approval of the cabinet; and it

must, in the third place, be reported as a special item for

legalization by the Chambers.

The law of 1879 differed from that of 1871 in that it estab-

lished yet more stringent checks upon executive appropria-

tions. According to this law, a distinction was made between

supplemental and extraordinary expenditures, the first, or

supplemental expenditures, being those required for the pur-

pose of completing any work already sanctioned by the Cham-

bers, while extraordinary expenditures are such, as pertain to

some service not yet authorized by law. They are extraor-

dinary in the sense that the service which they are designed to

support has not yet been legalized. They have to do with the

opening of a new service. Extraordinary expenditures upon

the authority of the cabinet were interdicted, while supple-
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mental expenditures were allowed. In addition to the three

checks reenacted from the law of 1871 it was further provided

that the exercise of this unusual authority by the cabinet

should be strictly limited to the prorogation of the Chambers

;

no money could be expended upon the authority of the cabinet

during their dissolution. Such seems to be the settled prac-

tice of the French people.

It must not be supposed that the French make no use of

supplemental credits. Not only do they use them, but they

abuse them to such an extent that the outside observer queries

whether it might not be well should their admirably devised

system of executive appropriations be extended so as to cover

most, if not all, of the deficits in specific grants. It must be

remembered that France is not well settled in the ways of re-

sponsible government, and possibly the adjustment that has

been described but foreshadows the direction of future de-

velopment.

In England there is no formal provision for executive ap-

propriations, and it would perhaps be technically correct to

say that they do not exist ; still no ministry would hesitate to

assume the responsibility of providing for an approved service

should it become necessary to do so. This is a part of the

practical working of cabinet government under conditions

of strict responsibility. In the United States, on the other

hand, the executive not being a responsible body in the po-

litical sense of that phrase, no natural evolution of executive

appropriations is possible. On several occasions an executive

officer has made use of his personal credit for tiding over a

service until such time as provision could be made for it by
means of an urgency deficiency bill. This was done, for

example, in the case of the Tenth Census, the superintendent

assuming personal responsibility for the payment of debts con-

tracted for carrying on the work. Such a practice, however,

has never proceeded far enough to result in a precedent in its

favour.

It is perhaps unnecessary to discuss the merits of a plan

so little likely to receive approval as that of the substitution

of executive appropriations for supplemental credits. The
legislature is in the saddle and is likely to stay there. The
situation, however, is by no means satisfactory. Whether one

contemplates the abuses of deficiency bills, or seeks to discover
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the cause of administrative weakness in popular government,
he is forced by the logic of the situation to assert that a

carefully expressed law by which the duty is imposed upon
the administration of determining when an extension of

an appropriation is necessary, and what amount of additional

credit is needed in order to carry a service to the close of the

fiscal year, does not lie without the field of reasonable dis-

cussion. It is probable that such a provision would be fol-

lowed by two results, both of which approve themselves to

the Science of Finance. It would induce greater care in the

expenditure of money; it would also induce greater care in

the original estimates and in the original vote. The legisla-

ture is careless in the matter of appropriations because it

knows corrective legislation is sure to follow ; executive offi-

cers are extravagant (especially the heads of the minor bu-

reaus) because they too often measure their importance by the

amount of money they are able to spend. The policy of

executive appropriations would tend ito change the test of suc-

cess in administration from extravagance to economy, since

the necessity of a supplemental credit under the conditions as-

sumed would be a criticism rather than a commendation.
But this suggestion has perhaps been sufficiently extended to

make clear the tendencies which it involves.

(2) Transfer of Credits.—The practice of transferring

credits from one appropriation to another, or of borrowing

from a fund that shows a surplus to supply a deficit in another,

or of arresting the expenditure of money assigned to one ser-

vice to secure funds for carrying on another, need not claim

an extended consideration. It is a practice that has been re-

sorted to more or less by all peoples when financially hard

pressed ; but the longer their experience in the school of

practical financial administration the more decided is their

opposition to it. The development of executive appropria-

tions in France, referred to above, was in large measure the

result of a series of abuses arising from the practice of trans-

ferring credits; and it is only necessary to examine the

finances of the municipalities in the United States to secure

forcible illustrations of the mischiefs that follow the policy of

special funds and the practice of debits and credits between

them.

It should, perhaps, be sufficient to urge against this prac-
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tice that a transfer from one credit to another undoes the

work that it is designed a well-framed budget should perform.

The law assigns a specific sum to a specific service, and should

the administration be jiermitted to change the grant it might

in an almost imperceptible manner change or radically modify

the policy formally expressed in the appropriation bills. The
advocacy of executive appropriations cannot extend beyond

the correction of legitimate errors in estimates for an approved

service ; to go further than this would be to clothe the execu-

tive department with legislative authority.

Not only does the transfer of credits impair legislative con-

trol, but such a policy lends itself readily to deception and is

sure to result in confusion. There would be no guarantee

that the budget as voted reflects the true opinion of the legis-

lature. Even appropriation bills may be " doctored " for

political purposes. In the case of deficiency bills, which, as

already explained, invite to deception on the part of the legis-

lature, there is yet the safeguard of simplicity in accounts

and of an undivided responsibility ; but the practice permit-

ting the administration to transfer credits from one service to

another would tend to conceal the issue by leading to con-

fusion of accounts, and to impair responsibihty by assigning

the same duty to two independent departments of government.

Moreover, this practice implies the existence of separate funds

which possess a sort of fiscal personality, since there could not

otherwise be any debit and credit between them. For reasons

that cannot be here presented, since the subject pertains to

financial organization rather than financial legislation, the

maintenance of any considerable number of independent funds

cannot be approved. It is much better to pass all moneys to

the consolidated fund from which moneys are paid to specific

services on properly attested warrants. Our conclusion, then,

is that of the policy ot transferring credits, whether by legisla-

tive or administrative authority, cannot be seriously con-

sidered in the present stage of constitutional development and
of financial organization.

(3) Indefinite Appropriations.—^The third suggestion for

covering deficits in specific appropriations through the agency
of the executive rather than the administrative authority con-

sists in placing at the disposal of the administration a limited

amount of money that may be used at its discretion. This
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practice is properly regarded as a form of executive appropri-

tions. Its peculiar characfteristic is made clear when it is

observed that the extent to which moneys may be expended
upon the authority of the government is limited by the amount
which the legislature sees fit to place at its disposal for this

purpose. The idea is well exemplified by the estabHshed prac-

tice of the English people.

Recognising the necessity of granting some discretion to

a government in the expenditure of public moneys, three funds

are placed at the disposal of the government, which may be

drawn upon without specific authority, but under conditions

of strict responsibility. These are the Treasury Chest fund,

the Civil Contingency fund, and the Secret Service fund.*

This is certainly a sensible and safe method of procedure,

and commends itself as a simple means of doing away with

the necessity of any very extended use of supplementary

credits. As a safeguard against the abuse of indefinite appro-

priations the English Parliament has established a public com-
mittee on accounts. This committee guards carefully all spe-

cific approprialJions, and one of its duties is to see that the

government does not make an unwarranted use of moneys
placed at its disposal. It is illegal for any expenditures to be

made except 'they be charged to some specific appropriation,

and the committee is responsible for balancing all accounts.

With such a safeguard as this, and with a clearly defined sys-

tem of bookkeeping, it is difficult to see how serious abuses

could arise from the practice of indefinite appropriations.

The final conclusion from this general discussion is that

in the adjustment of discrepancies between estimated and
executed budgets the best results may be expected from in-

creasing the responsibility of the executive department of

government. Both the financial and the administrative in-

terests support this conclusion, and it is believed that in the

condition in which constitutional governments find themselves

at the present time the constitutional interest is not endan-

gered by limiting the consideration of the legislature to the

regular annual budget.

* For a description of these funds see Todd, Parliamentary Gtverom

mtnt of England (yiaXpoWs Edition), Vol. II, pp. 20-23.



CHAPTER V.

FINANCIAL ORGANIZATION AND ADMINISTRATIOM.

Organization of the " Treasury Department."
Concerning the Theory of Public Accounts.

(i) Comparison of the French and English Methods.

(2) Is Public Accounting on the Basis of "Accruals" Practicable?

How SHOULD Public Moneys be Kept?
(i) Practice in England, France, and Germany.

(2) Practice in the United States.

The reason why it is necessary to include in the Science

of Finance a consideration of financial organization and ad-

ministration was cursorily explained in the analysis intro-

ductory to this treatise. It was there shown that the manner
in which fiscal laws are administered, and the form of the

machinery for their execution, have a direct bearing upon the

smooth working of a fiscal policy, and by inference it was
suggested that the indirect effects of the management of the

public treasury upon the commercial interests of a people

should be accepted as among the important tests of successful

administration. It is not designed to carry the discussion of

the organization and administration of the Treasury Depart-

ment so far as to enter upon a consideration of rules for the

conduct of treasury officials. No one would for a moment
question the importance of adequate " rules " or clear " in-

structions to agents " for the successful management of fiscal

affairs ; but the limited space at our disposal must confine our

attention to the general outlines of the subject, and we shall

be obliged to content ourselves with a consideration of the

general principles of organization and accounting, and with

a general analysis of the relations existing between the

Treasury Department and the commercial world.

192
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It may be well at the outset to notice that, although fiscal

operations are, for the most pai t, non-commercial in character,

they nevertheless make use of commercial machinery, and that

in this manner the Treasury Department comes into close

touch with business affairs. The checks and drafts of public

officers, for example, are included among the credits that flow

daily through the clearing-houses of the country. Public

bonds are quoted side by side with the obligations of corpora-

tions and are bought and sold in open market. The warrants

and certificates of indebtedness of the various grades of

government may be used for investment or for security, in the

same manner as ordinary commercial paper. Moreover, in

the collection of its taxes or in the disbursement of its funds

the government is obliged to make use of the currency of the

land, and on this account it is easy to see how mismanagement
on the part of treasury officers might seriously embarrass

trade and industry. The public treasury cannot withdraw it-

self from the current of commercial influences should it so de-

sire, and for this reason it is vital to commercial interests that

great care should be exercised in formulating the rules by
which its fiscal operations are conducted.

34. Organization of. • the Treasury Department. — No
government has ever been able to maintain in the organiza-

tion of its executive departments a carefully considered and

scientific classification of executive functions, and for this

reason it is not possible to submit a formal definition of a

Treasury Department which properly represents prevalent

practice. Speaking in a general way, the Treasury De-
partment is that branch of the executive organization that

has to do in a formal and authoritative manner with the finan--

cial operations of government. The officers of other depart-

ments may handle public moneys, but they do so under rules

prescribed by the Treasury Department, and are personally,

though not officially, responsible for the observance of those

rules. All dues to the government are covered into the

Treasury by the use of a receipt to whomsoever pays the

money, and all payments are made upon the authority of

treasury officials by duly attested warrants. This rule applies

'

to receipts and expenditures of semi-commercial services,- as

well as to receipts from taxes and expenditures for services

that are general in character. In the German states, for
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example, the operating expenses for railways, telegraphs, pub-
lic mines, and public forests are to be found in the official

statement of treasury expenditures. In this country the pay-

ments and receipts of the post-office must pass through the

books of the Treasury Department. The English Exchequer
is defined in Palgrave's Dictionary of Political Economy as the

purse of the nation, and this phrase fairly represents the posi-

tion which the Treasury Department holds among the execu-

tive departments of the State.

Although many differences present themselves in matters

of detail, the Treasury Department of every nation must make
provision, in one form or another, for the performance of

three sets of duties : it must provide for administration within

the limits of its own peculiar duties, for adjudication upon all

pecuniary claims, and for the keeping of the public accounts.

This may be made clear by a cursory description of the

Treasury Department of the United States Government, and
for the purpose of bringing the entire organization within the

scope of a single exhibit this description will be (introduced by
a formal analysis of the department as at present organized.

ANALYSIS OF THE UNITED STATES TREASURY DEPARTMENT.

I. Administration.—The Secretary of the Treasury, who
is the representative of the Treasury Department in the Presi-

dent's cabinet, is personally responsible for the administration

of the department. The administrative functions are assigned

to officers or oflSces as follows

:

1. First Assistant Secretary, who is made responsible for

the following division of services

:

o. Public moneys.

b. Revenue marine.

c. Stationery, printing, and blanks.

d. Loans and currency.

e. Bureau of Engraving and Printing.

f. Bureau of the Mint.

2. Second Assistant Secretary, who is made responsible to

the Secretary for the following division of services

:

a. Special agents.

b. Internal revenue and navigation.

c. Warrants, estimates, and appropriations.
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d. Office of the Supervising Architect.

e. Office of the Supervising Surgeon-General of Marine
Hospitals.

f. Bureau of Statistics.

g. Office of Supervising Inspector-General of Steamboats.

3. The chief clerk, who is responsible for grounds and
buildings, for the contingent expenses of the Treasury Depart-

ment, for the handling of the mail of the department, for the

compilation of digests of circulars, and other similar duties.

4. The Secretary of the Treasury in his capacity of Com-
missioner of Customs.

5. The Commissioner of Internal Revenue.

6. The Comptroller of the Currency.

7. Miscellaneous bureaus which report directly to the

Secretary of the Treasury.

II. An Examination of Accounts and Adjudication
OF Claims.—The Comptroller of the Treasury, who is the

judicial though not the administrative head of the Division of

Accounts, renders decisions upon claims and accounts which *

are final so far as the Treasury Department is concerned. The
work of examination is assigned to six auditors, as follows

:

The First Auditor, who reviews the accounts of the

Treasury Department.

The Second Auditor, who reviews the accounts of the War
Department.

The Third Auditor, who reviews the accounts of the In-

terior Department.

The Fourth Auditor, who reviews the accounts of the

Navy Department.

The Fifth Auditor, who reviews the accounts of the State

Department and some other accounts.

The Sixth Auditor, who reviews the accounts of the Post-

office Department.

III. The Business Operations of the Treasury De-
partment are intrusted to two officers

:

1. The Treasurer of the United States, who is the fiscal

agent of the department.

2. The Register of the Treasury, who is the bookkeeper of

the department.

This cursory analysis of the organization of the Treasury

Department shows fairly well the manner in which its work
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is carried on. The Secretary, and the heads of most of the

important bureaus or offices which in the practice of the

United States are regarded as political, are changed from ad-

ministration to administration. It would seem that this prac-

tice might prevent a continuous policy in the orderly routine

of business, but as a matter of fact precedents are easily estab-

lished and fairly well observed. The Secretary has large dis-

cretionary powers in the administration of his department;

and, although his nomination by the President must be con-

curred in by the Senate, when once appointed he is responsible

to the President alone, except he be guilty of some mal-

feasance of so grave a nature as to warrant impeachment. It

would be difficult to imagine a more highly centralized organi-

zation than the Treasury Department of the United States, or

of a position which imposes greater personal responsibility

than is imposed upon the Secretary of the Treasury; and it

is not improbable such excellence of administration as the

history of this department discloses is in large measure due to

this fact.

It will be observed from the above analysis that the Secre-

tary of the Treasury is spoken of as the Commissioner of

Customs. There is no legal warrant for this expression.

Until 1894 there was an officer known as Commissioner of

Customs, whose duties, however, pertained to those of a

comptroller rather than those of an administrator. The prac-

tice is for the Secretary to exercise personal supervision over

collection of customs duties. He performs the duties which
the Commissioner of Internal Revenue performs with regard

to excise and internal duties. So important is the administra-

tion of the customs laws that it seemed proper to recognise

the function as a distinct office.

The Comptroller of the Currency, who has general ad-

ministrative jurisdiction over the national banking system, is

properly classed among the administrative officers of the

Treasury Department. It is true that many of the duties he
is called upon to perform are semi-judicial in character, but

it must be remembered that the word adjudication when
used in connexion with the organization of the Treasury De-
partment is strictly confined to the adjudication of accounts.

Among the miscellaneous bureaus which report directly to

the Secretary may be mentioned the Lighthouse Establish-
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ment, Life-saving Service, and the Coast and Geodetic
Survey.

Previous to 1894 the accounting division of the Treasury
Department was a complex and somewhat cumbersome affair.

It embraced six auditors and three comptrollers, and it was
the theory of the department that every claim or account
should be examined both by the auditors and by the comp-
trollers. By an Act of July 31, 1894, the offices of the second
comptroller and of the Commissioner of Customs, who, by the

analogy of the duties imposed upon him, should have been
called the third comptroller, were abolished, and the first

comptroller was made the sole comptroller of the Treasury
Department. The object of this change was to secure greater

expedition in the settlement of claims, and to centralize re-

sponsibility for the adjustment of accounts and for the proper
interpretation of laws providing for expenditure. Under the

present practice the decision of an auditor is accepted as final,

except the claimant make appeal to the comptroller, or except

the comptroller himself has reason to believe that the audit

is for any reason unsatisfactory. The decision upon the le-

gality of a claim lies now, as formerly, with the comptroller,

and it is in the comptroller's office, also, that the authoritative

account is kept with the appropriations made by Congress.

The books of the comptroller open a credit with every depart-

ment, bureau, or service immediately upon the passage of ap-

propriation bills. The comptroller then notifies the officer in

charge of the several departments or bureaus of the amount
which Congress has placed at its disposal. All warrants for

the payment of moneys from these appropriations, when duly

attested, are debited to the appropriation, and it is one of the

responsibilities assumed by the comptroller that the warrants

issued shall in no case exceed the appropriation. Speaking
concisely, therefore, the auditors are responsible for the

examination of accounts and claims which in any way involve

the payment of public moneys ; the comptroller is responsible

for the proper interpretation of the law authorizing the pay-

ment, for the assignment of the payment to the proper appro-

priation, and for limiting the payments for any service to the

moneys appropriated.

All payments of money must be made by warrants drawn
by the Secretary of the Treasury, which warrants must be
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countersigned by the Comptroller of the Treasury. These war-

rants are of two classes. The first, which are called " countable

warrants," are addressed to the Treasurer of the United States,

directing him to pay money to the disbursing officers of the

various departments. These warrants are based upon re-

quests from the heads of departments having charge of ser-

vices for which moneys have been appropriated. The pay-

ment of moneys due individuals is made by the disbursing

officers of the bureaus or departments. It may be in the form

of cash, of a check or draft against a private deposit, or,

under some conditions, of a draft drawn on the Treasurer of

the United States. The second class of warrants, which are

called " statement warrants," are drawn in favour of indivi-

duals, corporations, firms, etc., and are issued in satisfaction of

services rendered or of other miscellaneous demands. In

this case the payment is commonly made in the form of a

draft on the Treasurer of the United States.

The office of Treasurer of the United States was estab-

lished by an Act of Congress September 2, 1789. His duties,

while of a varied character, are in the main those of a receiv-

ing and disbursing officer of a corporation. He is the agent

of the United States for the issue of United States notes, for

the redemption of the notes of national banks, and for the pay-

ment of interest on the pubhc debt. He receives the deposit

of bonds used by the national banks as security for their cir-

culation or as security for public moneys deposited with them.
He is the custodian of most of the trust funds, such as the

Pacific Railroad Sinking Fund and the Indian Trusts. He is

also the collector of the tax imposed upon the national

banks.

It is through the Treasurer that the receipts of all moneys
from customs duties, internal revenue, sales of land, and mis-

cellaneous sources are " covered " into the Treasury. Upon
the receipt of money by any officer or agent authorized to re-

ceive the same a certificate of deposit is issued in favour of

him who makes the payment. This certificate is commonly
issued in duplicate, one copy of which is forwarded to the

Secretary of the Treasury, who issues a warrant covering the

amount into the Treasury. It is not until this warrant is

issued that the money is available for the payment of appro-
priations. It thus appears that moneys covered into the
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Treasury, as well as moneys paid out of the Treasury, are upon
warrants issued by the Secretary of the Treasury.

The office of Register of the Treasury was established at

the same time as that of the Treasurer. He is the public

bookkeeper for the cash account, as the comptroller is the

public bookkeeper for the appropriations. He also has charge
of the official records of the Treasury Department, and as such
is called upon to perform many various and dissimilar duties.

It is evident from the foregoing survey that while the as-

signment of duties and functions may have been more or less

accidental (as most of the critics of the organization of the

Treasury Department aver) no pecuniary claim can be paid

without careful scrutiny, and that the general operations of the

Treasury Department are such as to guarantee that the

moneys appropriated by Congress will be expended as Con-
gress intended. The method of procedure is simple. The
duties assigned to the many officials are clearly expressed,

and, in the main, experience justifies the confidence which the

public has in the administration of the Treasury Department.

Doubtless there are imperfections, but these rriay be left for

the correction of those intrusted with the treasury manage-
ment when such imperfections do as a matter of fact embar-
rass the operations of the department. Since it is not our

intention to consider this question in detail, it will not be

necessary to present the corresponding organization for the

management of fiscal affairs in other countries. In one way
or another they all secure the same general results. The
above analysis was presented in order to leave upon the mind
of the student the impression that the financial operations of

the government are in all particulars subject to the same

necessities as the organization for the financial administration

of a business or a corporation.

From the care which the Treasury Department takes in

providing against false claims, and for establishing checks

against the illegal expenditure of moneys, it would seem that

no further attention need be given to the matter by any of the

other departments of government; and, for the most part,

such is the settled practice in this country. An individual

has, of course, the right of appeal to the Court of Claims, this

being the court provided by the government in which suits

against itself may be tried ; nor is it an uncommon thing for



aoo FlNANaAL ORGANIZATION AND ADMINISTRATION.

the treasury officials themselves to cause a case to be brought

in the Court of Claims so that the decision may be final in its

character. Moreover, an individual has always open to him
the right of petition to Congress against an improper decision

of the Treasury Department. To this extent the settlement

of accounts in the Treasury Department is subject to revision;

and, although the right of petition is frequently abused, it

would te unwise to deny or to curtail it, for it serves as a

wholesome check on what might otherwise become an arbi-

trary and unwarranted adjustment of private claims.

As between the Treasury Department and the other

departments of government it is now pretty well settled

that the Secretary of the Treasury has exclusive juris-

diction. The case that led to a definite law upon this

point arose when Mr. Stanton was Secretary of War.*
In September, 1866, the Attorney-General gave an opinion
" that he [the Secretary of War] had authority to with-

hold his signature from the requisition for an amount which
he believed to be not properly due, though certified to by
the accounting officers of the Treasury Department." Act-
ing upon this opinion, Mr. Stanton refused to make requi-

sitions for amounts in excess of what he believed to be due,

although the amounts had been duly allowed. The issue thus

raised led to considerable discussion, which was finally settled

by the Act of March 2, 1868, which asserted that the Treasury
Department has final jurisdiction over accounts, subject

only to revision by Congress or in the proper court. It is

difficult to see how any other decision could have been arrived

at without bringing the accounts of the government into in-

extricable confusion.

The success of the plan of giving the Treasury Department
such extended control over the settlement of accounts is at-

tested by the fact that the House of Representatives has not
seen fit to continue its experiment with what perhaps may be
termed a legislative auditing committee. In 1814 the House
created a Committee on Public Expenditures.f whose duty it

was to " examine into the state of the several public depart-

* Authority for this statement is BoUes, Financial History of thl

United States, 1861-1885.

f The duties of this committee had been performed by the Committee
of Ways and Means from 1802 to 1814.
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ments, and particularly into the laws making appropriations

of money, and to report '"/hether the moneys have been dis-

tributed conformably with such laws ; also to report from time

to time such provisions and arrangements as may be necessary

to add to the economy of the departments and the accounta-

bility of their officers." * The practice of maintaining a legis-

lative auditing committee is quite general in one form or

another among Continental governments, but it does not seem
to fit into the general scheme of a government of divided func-

tions, like that of the United States. The auditing of accounts

is strictly administrative in character, and, provided the legis-

lature exercise care respecting the form in which current

reports are issued, it is believed that better results will fol-

low the assignment of this duty to the Treasury Depart-

ment. This does not mean that treasury officials are superior

to investigation, for Congress always has the right of calling

for special reports or of sending a committee for special in-

vestigation, and this is a right frequently exercised in the

United States. The treasury officials feel that they may be

subjected to an investigation at a moment's notice, and it must

be that this fact exercises a wholesome influence upon the

manner in which they conduct their respective offices.

35. Concerning the Theory of Public Accounting.—Of
greater importance is the question respecting the theory of

accounts to which the books of the public treasury are ad-

justed. This has little to do with what is ordinarily called

" bookkeeping," and, so far as the methods of entry are con-

cerned, or the form in which blanks are drawn, or the wording

of receipts and warrants, or other similar details, the expe-

rience of the officials charged with the work may be relied

upon for appropriate results. It is a matter of scientific in-

terest, however, to inquire what conception may with pro-

priety be accepted as the basis of the accounting system. Two
methods of accounting present themselves for approval : the

one asserts that accounts should be kept on the basis of ac-

crued assets and accrued liabilities; the other presents cash

receipts and cash expenditures as the more appropriate basis

of accounting. The first of these methods is followed by

France, the second by England and the United States.

* Quoted from Adams, The Control of the Purse, p. S18.
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(i) Comparison of the French and English Methods.—^The

significant feature of the French method of accounting is, to

employ Bastable's phrase, that " the financial year is invested

with a kind of personaHty." * Instead of recording the actual

receipts and actual expenditures of a definite period and ac-

cepting this statement as a final financial report they assign to

a year whatever income springs from the laws in force during

the year, whether this income is covered into the treasury

during the year or not; they charge also to the year all ex-

penditures that arise on account of appropriations for the year,

whether the accounts are settled and paid within the year or

not. It is impossible under this method to close the accounts

of any particular year until some time after the year itself is

passed. This method of accounting is what is known in the

language of French finance as the " exercice financier " as con-

trasted with the " gestion annuelle." The account is kept with

the execution of laws, rather than with the cash transactions

of the treasury.

The claim made for this method of accounting is that, al-

though the result at which it arrives may be delayed, it is never-

theless accurate. It does not permit an expenditure incurred

during one year to be charged to the year following ; nor does

it allow that delinquency in the payment of taxes should result

in decreasing, the income of the current year to the advantage
of the year following. It is the design of such bookkeeping
to show the financial standing of the government as affected

by the operations of' the year, and this it does by striking a

balance between the assets that have accrued during the year

and the liabilities that have accrued during the same period,

and for this reason are properly charged to the assets.

The significant feature of the EngHsh system, on the other

hand, is that immediately upon the close of the fiscal year the

Treasury Department counts its cash. It sets down what has

been received and what has been expended during the twelve

months, and if receipts plus the balance on hand at the begin-

ning of the year, reduced by the amount of formal pavments,

equal the cash on hand, the fact is accepted as proof that the

accounts are correct. No notice is taken of the fact that part

of the moneys received during the year become assets to the

* Cf. Bastable, Public Finance, p. 703.
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government on account of the operations of laws during the

previous year, or that part of the moneys paid were to satisfy

debts left over from the year before. Only upon the assump-
tion that the credits and obligations that the current year take

over from the year previous are about equal to the credits

and liabilities passed over to the year following can it be said

that a cash statement presents a true idea of the financial

standing of the nation; and, even admitting this assumption,

it cannot be denied that the cash statement destroys the sig-

nificance of the fiscal period, since it includes the results of

operations that did not take place within the period for which
it pretends to report.

An English writer thus expresses the difference between
the English and the French system of government accounts,

and although he wrote in 1866 his statement represents fairly

well the present situation, except so far as certain minor de-

tails are concerned. His statement is as follows

:

" The French budget attempts three things which the Eng-
lish does not : (i) First, it takes up what we may call the real

revenue of each year and the real expenses of each year. The
English system is very rough. We only regard (technicalities

apart) what revenue is received at the head treasury during the

year, and what money has been issued from the head treasury

for services and payments during it. It is in principle a cash

account of income and a cash account of outgoing. But the

French are more elaborate. They impose a certain set of

taxes for the year, but the whole of these taxes-may not come
to hand for months after the year. Our income tax, as every

one knows, is very often months in arrear, and it is so with

many taxes in all countries. Credits, for example, are given

(like our malt credits) to various taxpayers, who are not ex-

pected to pay, and do not pay, till that credit is expired. Now
all such outlying moneys, say of the year 1866, the French

financiers treat as belonging to the year 1866 ; they are not,

indeed, received during it, but still they belong to it. Some
one, during 1866, became liable to pay, either at the time or

hereafter, those sums, and so the State got richer. Just so on
the other side of the account. Liabilities may have been in-

curred by the State for work done during the year, and those

debts to pay are to be reckoned against the debts to come in.

(2) And again, the French financier follows the expenditure
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to subordinate dispensers. Although the money may have

been drawn from the head treasury, it may be lying in a minor
one, and this, if not wanted for a liability of 1866, a French
financier would not treat as an outgoing of 1866. Why
should he ? he would ask. It is a transfer, so to say, of a sum
of money from a head office to a branch office. The accounts,

therefore, of the Imperial Government resemble nothing so

much as the accounts of careful shipowners. In these there

are various ' voyages ' open at once, and money is not treated

as actually expended merely because the captain has drawn
for it; the voyage account stands open till all the freight

earned has come in, till all the incurred liabilities are dis-

charged, till the captain has accounted for all the money he

drew from England and repaid the balance, if any. Substitute

the ' exercise ' of the year for the voyage of the ship and you
have the Paris account-books with 1864, 1865, and 1866 all

open at once. (3) Again, the French try to show, not what
their casual income and casual outgoing for the year is, but

how much of each is due to permanent and how much to tem-

porary causes. . . .

" Every one who knows anything of the difficulty of ex-

plaining at all effectually even simple matters of accounts will

know that such elaborate figures as these can never be under-

stood ty many persons, and that even among those persons

there are sure to be many wranglers about them. . . . The
political efifect is that the French nation can form no opinion

about its finance. It is told too much, and in too abstract a

form, and so knows nothing. The English Chancellor gives

every year a rough popular account of the general state of

things, and this can be broadly criticised and dealt with. And
it is only so that a free nation can judge of its finance. If it

attempts precision it insures failure." *

The writer of the above seems td admit that the English

cash statement cannot give a correct statement, but he asserts

that it is preferable to the French system because it leaves an

intelligent impression upon the mind of the ordinary citizen.

Mr. Wilson, writing at a much later period, urges the same
consideration. He says

:

" Under arrangements of this kind [that is, the French

* Quoted from Journal of the Statistical Society, 1867, Vol. XXX,
p. 171-
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system of accounting] the greatest confusion may easily pre-

vail, and it is always three or four years before the nation can
know what the definitive expenditure of a given year is. In-

deed, it is quite possible to hide that important fact from the

people altogether. . . . Even in France, with its carefully

chosen budget committees, the true state of the national

balance-sheet is often hard to discover. Arrears of taxes in

one year overlap with those of other years, credits old jostle

credits new, and amid the confusion the truth is smothered." *

The comparison thus drawn between the English and the

French method of accounting presents a question that must
be decided one way or the other, for whatever the decision it

will influence the character of pubhc accounts even to their

most minute details. In England and the United States all

financial statements are based on cash receipts and cash ex-

penditure, or, to be more accurate, upon receipts " covered
"

into the treasury and upon payments from the treasury as

evidenced by the " issue " of duly attested " warrants." Such
'a statement has the merit of simplicity and of providing a

balance with sufficient promptness to be of some importance

to the legislative body in its discussion upon financial matters.

As we learned when considering the rules for making esti-

mates, the receipts and expenditures of the first three months
of a current year are known and are m'ade use of in estimating

the probable deficiencies in authorized appropriations, and the

probable income and expenditures for the year to be covered

by current legislation. While this is undoubtedly a great ad-

vantage, it must nevertheless be admitted that a cash statement

of receipts and expenditures arbitrarily closed at the expira-

tion of the fiscal year is not, and, from the nature of the case,

cannot be, a truthful financial exhibit. The French are cer-

tainly right in asserting that the year which is made the unit

for a long series of minutely described appropriations does

possess a certain personality, and that a much more intelligent

appreciation of the character of financial legislation may be

obtained if the results of the fiscal legislation of each year are

grouped together than if the income and expenditures incident

to that year are permitted to overlap and intermingle with

the accounts of subsequent years. It seems, then, that each

of these methods as practised by the governments in question

* Wilson, The National Budget, p. 148.
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has its peculiar advantage and its peculiar disadvantage, and
on this account the suggestion presents itself whether some
means cannot be devised for combining celerity in the closing

of accounts and clearness of statement with the preservation

of the personality of the fiscal period. To this end it will be

necessary to inquire a little more carefully what is implied in

the adjustment of an accounting system to the theory of
" accruals."

Should we turn our attention from public accounting to

the best corporation accounting one will discover that " earn-

ings and expenses " have almost universally supplanted the

older bookkeeping phrases of " receipts and expenditures."

The idea seems to be that liabiHties should be balanced

against assets, and not payments out against payments in.

The evil of the cash system is that it cannot make a true ex-

hibit of the condition of afifairs, because it confines the record

to accomplished financial events. It presents no guarantee

that a company is solvent even though it shows thousands as

cash on hand, for how can one know that obligations that

ought to bie charged against this balance have been paid ?

The only way of making an intelligent statement, by which is

meant a statement that shows upon its face the standing of

the business to which it pertains, is to accept as the basis of

the statement assets as accrued and liabilities as accrued at

the date of the report.

What, then, is an accrual ? By an accrual is meant the

size or the amount or the stage of growth of an orderly in-

come or of a constantly accumulating expense. The design

of accounting on the basis of accruals is to get at the present

worth of assets and the present amount of liabilities at the time

a balance is struck. An accrual undertakes to measure the

results of a gradual and orderly procedure on both sides of

the account, to credit to each month (or period) the earnings

of that month, and to charge to that month the expenses in-

cident to the earnings. Should an accountant charge against

the earnings of the present month the expenses of the previous

month, or should he carry them over into the accounts of

the month following, it would be impossible for the manage-
ment to locahze divergencies from the ordinary course of

events which in the grand result are responsible for the deficit

or for the surplus.
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The exact nature of an accrual will be made clear by an
illustration. Suppose the government has issued $10,000,000
in bonds and that the contract calls for quarterly payments of

interest, the dates for payments being July 31st, October 31st,

January 31st, and April 30th. The fiscal year closes, let us

say, June 30th. It is evident that two months will have
elapsed since the last payment of interest at the time the

treasurer must make up his report. Shall he take any account
of the interest that has been growing since April 30th, the date

of the last payment, and set it down as a sum for which the

government is liable, or shall he ignore this liability and bring
it into his accounts for the first time when, a month later, the

three months' interest is paid in lump ? Bookkeeping on the

basis of accruals will charge up the two months' interest as a

liability of the year ending June 30th, and this is manifestly

where it belongs. To carry it over to the next year would re-

sult in burdening that year with a legacy of obligation from
which it should be freed. An accrued asset chargeable to a

definite period, on the other hand, is the earnings of the indus-

try during the period, and it is the design of bookkeeping
according to the theory of accruals to set the liabilities of a

definite period against the earnings of the same period.

The following are the advantages of this system of ac-

counting:

It allows a true statement of the operations of the period

covered by the report.

It shows the financial standing of the corporation so far

as affected by the operations of a definite period.

It permits the localization of any particular influence by
which operations are affected.

It permits a quicker and more accurate determination of

the influences at work during any particular period.

(2) Is Public Accounting on the Basis of Accruals Prac-

ticable ?—It must certainly be admitted that accounting on

the basis of accruals is a refinement upon the simple cash

balance. Can it be applied to public accounting?

Without expressing a positive opinion upon this point, it

is difficult to say why government accounting cannot be car-

ried on successfully on the basis of accruals. There is nothing

in the nature of public expenditures which would render this

more difficult for the government than for a railway corpora-
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tion. The income of government arises from taxes or from

services. Taxes are an asset to the State when legally as-

sessed, while the earnings from a pubHc service are in all re-

spects like the earnings of the private corporation. There is

no more difficulty in reporting customs duties accrued from
day to day than in reporting moneys received from day to day.

Internal revenue, also, being an excise duty, grows from day

to day with the process of manufacture, and reports might be

made by internal revenue officers at sufficiently frequent in-

tervals to enable the treasurer to maintain a current oversight

over public assets from this source. The assessment or ap-

portionment of direct or property taxes, it is true, occurs but

once a year, but a clearer idea of the business of levying and
collecting taxes could be obtained were this amount set up on
the books of the State as an asset (deficiencies in collection

being accounted for as a corporation accounts for bad debts)

than by the present method of taking into consideration

nothing but amounts actually paid. There is no difficulty in

applying the theory of accruals to public income.

The expenditures of the State, also, permit of their being

charged when accrued instead of deferring the charge until

the payment is actually made. The pay-roll of the State is

like the pay-roll of a corporation and represents a constantly

accruing obligation. It is an " operating expense." Interest

upon a debt accrues with mathematical precision, and may be

taken up on the books without reference to the date of ma-
turity or the time of payment. The obligations arising from
contracts are perhaps a little more difficult to handle, but the

same problem is solved successfully by corporation account-

ants. There is nothing in the nature of pubhc income or

of public expenditure to prevent the adjustment of public

accounting to the theory of accruals.

Why, then, it may be asked, do England and the United

States hold to the cash statement for public accounts ? Many
reasons might be given in explanation of this fact. Their con-

tentment with the cruder method of accounting may in part

be traceable to the confusion which exists in public finances

in France, where it is attempted to realize the theory of ac-

cruals. But an examination of the subject would show that

this confusion is due to the failure of the French people to

apply strictly the theory of accruals. Accounts are kept open
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unduly long in order that special services may be made the
basis of special reports, a practice which is condemned by
the theory of accruals as well as by the theory of a cash
statement. The accounting system strictly adjusted to the
theory of accruals should permit a cross-section to be cut
anywhere and at any time in fiscal operations. The French
have not worked out the idea which they profess to have
accepted. Mr. Wilson's criticism quoted above is sound
when addressed to what the French do, but it is not final

when addressed to what they might do.

Speaking for our own country, there are two reasons why
it would be difficult to secure the adoption of what is here
claimed to be the better method of accounting. In the first

place, public servants are not accustomed to the discipline

essential to secure accurate and prompt returns, and it is not
sure that this discipline can be secured until the civil service
and tenure in office are more firmly established than at the
present time. In the second place, the plan of accounting
proposed would require a higher degree of centralization in

the administration of public accounts than is provided for by
the present organization of the Treasury Department. It has
been suggested by some writers that the accounting depart-

ment of the Federal Government should be a separate and in-

dependent department. Without conceding the necessity of

so radical a change, it is believed that decided advantage
would arise should the duties imposed upon the comptroller's

division of the treasury be made more comprehensive. Every
disbursing officer and every collecting agent in the land should
report to this division'; at least such a provision would be
necessary if the business of government is to be recorded after

the manner of the accounting of the best organized business

corporations. The wisdom of undertaking a reform in

treasury accounting must be left to the decision of the practi-

cal statesman, and he must decide it in view of- the shifting

character of the civil service and of the popular prejudice

against too great centralization in administrative authority. .

Much might be learned by a study of the practice of pri-

vate corporations besides the fact that a balance oi assets and
liabilities is superior to a balance of receipts and expenditures:;

but our inquiry in this direction must content itself with a

single suggestion. Public accounts make no difference be-
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tween expenditures for the support of current services and
expenditures that are in the nature of pubHc investments,

from which it follows that public accounts do not show how
much it costs to run the government. It is not possible in

the mixed statements which are presented to the public to find

out exactly what the current operating or working expenses
are. No great harm arises from this so long as nothing in

the nature of commercial enterprises or investments is under-

taken by the State. But at present the tendency seems to be
toward experimentation with such enterprises, a tendency

that shows itself most clearly in the case of municipal corpora-

tions. Public water-works, public lighting, and public street

railways are growing in favour; and, whatever the final con-

clusion may be as to the expediency of such investments, it is

certain that municipal governments will have more to do with

these matters before they have less. If a valuable and per-

manent lesson is to be learned from these experiments it is

essential that the capital account of municipal corporations

should be kept separate from the current expenses account.

One cannot measure in his imagination the mischiefs that may
result from the so-called reports of water-works commis-
sioners, public-lighting commissioners, or street-railway com-
missioners, which fail to separate operating expenses and
expenditures in investment, or which 'fail to make proper
recognition of the depreciation in public property. It is believed

that municipal corporations, if not, indeed, all grades of

government, should carry their accounting so far as to declare

a balance-sheet from year to year; a consideration of this

point, however, would carry us too far from the main line of

our discussion.

The impression left by this cursory consideration. is that

in no particular does government so much resemble a busi-

ness as in the matter of its accounts. True accounting rests

upon scientific classification ; and, while public officials ought
perhaps to take the lead in the development of conclusive and
authoritative bookkeeping, the fact is that the organization of

government for the purpose of auditing accounts is, in this

country at least, unscientific, and the classifications which
have been adopted are inadequate when compared with the

best accounting of the most progressive corporations. This

remark is more pertinent when addressed to the bookkeeping
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of municipalities than to that of the Federal Government.

But the reports of all grades of government might be made
truer, clearer, and more scientific by conformity, so far as pos-

sible, to the accounting of the most carefully administered

corporation.

36. How should Public Moneys be Kept?—^This question,

like that of the theory of public accounts, involves broad and
comprehensive interests. A general survey of the practice of

governments shows two pretty well-defined policies for keep-

ing the funds of imperial or national governments. The ques-

tion of local or State financial management need not here be
considered. The first is illustrated by the practice of Eng-
land, France, Germany, and, indeed, of most of the European
countries, and consists in the establishment of a bank in the

management of which the government exercises a directing,

if not a controlling, influence, and of which the government
makes use in most of its fiscal transactions. The second po-

licy is the one practised by the Federal Government of the

United States, and consists in the establishment and exclusive

management of an independent treasury. The aim of this

policy is to separate the transactions of the State from commer-
cial transactions. With this end in view the government pro-

vides its own vaults for the safe keeping of its funds, covers

the money which it receives by receipts which it issues to its

own officers, and distributes its funds by drafts and checks

which it draws against itself.

It is -manifest that the appropriate method of keeping pub-

lic funds should be determined in view of two quite distinct

interests. On the one hand, the government must be guaran-
^

teed the safety of its funds, and provide for their disposal in

such a manner that they may be employed with convenience

and despatch; on the other hand, inasmuch as the govern-

ment makes use in its exchanges of the same medium of pay-

ment as individuals, and since the transactions of the govern-

ment are greater than those of any other single corporation

or business, it is essential /hat these transactions should be

carried on in such a manner that the quantity of money in cir-

culation should not, on their account, be subjected to sudden

and arbitrary fluctuations. The significance of this latter

requirement will be appreciated if the amount of annual govern-

mental expenditures be compared with the volume of cur-
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rency. In the United States, for example, the volume of cur-

rency is perhaps $1,700,000,000, while the public expenditures,

all grades of government being taken into consideration,

are slightly under $1,000,000,000. Should, now, the public

income be in excess of public expenditures, or should income
and expenditure be so adjusted that the latter follows tardily

upon the former, it is evident that the volume of currency in

circulation might be so far reduced as to seriously embarrass
the orderly payments of commerce. It might, to use the com-
mon phrase, produce a stringency in the money market.

This danger of a monetary stringency is increased by the

fact that a commercial demand for money is not the same for

all times of the year ; and should it happen that a surplus in

public revenue takes place at a period of unusual commercial
demand the business world would feel the pressure, although

the amount locked up in the public treasury were compara-
tively small. It thus appears that the question which asks

how a government should keep its funds is one that demands
broad and comprehensive commercial considerations, as well

as a consideration of the safety and convenience in public

transactions.

(i) Practice in England, France, and Germany.—As already

remarked, most of the European states solve this problem by
the establishment of a national bank. Speaking generally,

and without any particular banking institution in mind, a na-

tional bank is an institution which, in return for some special

privileges granted by the government, agrees to become the

custodian of the public funds, and to serve as the fiscal agent

of the State in formal business transactions. In England, for

example, all public moneys received from taxes are paid into

the Bank of England or of Ireland, and credited to the ac-

count of the pubhc exchequer. The bank transacts the entire

business of the government. " She acts not only," says Adam
Smith, " as an ordinary bank, but as a great engine of State."

Accounts and audits are controlled by the government, but
the business is transacted over the counter of the bank. At
the bank, however, the government is on the same footing as

other depositors ; and, since the money deposited can be loaned

out in the ordinary course of business, there is no danger
that fluctuations in the receipts and payments of government
will occasion a fluctuation in the volume of currency available
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for trade; for, although the money is at the credit of the

government, it is available to meet business demands. In

Germany the business of the government is done through a

bank whose board of directors is appointed by the govern-

ment and in whose profits the government participates. This
institution is called the Imperial Bank of Germany. It is re-

quired to receive and make payments, and to conduct financial

operations for the Imperial Treasury without compensation,

and to manage, free of cost, the receipts and payments, of the

several states of the empire. Since, however, the Imperial

Bank of Germany performs the ordinary function of a private

bank of discount, it follows that the public funds are never

withdrawn from the channels of trade. The Bank of France,

according to Professor Dunbar, is an " institution subject to

control and made subordinate to the needs of the government
of to-day." The government keeps its money in the bank,

and the treasurer maintains a running account at the bank.

In addition to the amount on deposit the government is at

liberty to make overdrafts upon the bank to the amount of

60,000,000 francs. The important point, however, is that

in France, as in Germany and in England, the business of the

country is in large measure free from the disturbances which

follow the accumulation of large sums in the public treasury.

There is no danger in these countries that the government may
bring about commercial disturbances because its payments

happen to be badly timed or its receipts are temporarily in

excess of expenditures. The money taken from circulation in

the form of taxes may be returned to circulation either by the

payment of public dues or by deposit.

A careful study would show that the most significant

feature of these national or imperial banks is their connection

with the estabhshed systems of currency. The higher the

grade of commercial organization the greater need is there for

elasticity in the currency. The demand for money is a fluc-

tuating demand; and, by giving to the banks the exclusive

right to issue notes, and placing at their disposal unusual

amounts for the discount of commercial paper, it is believed

that the government can, acting through the banks, prevent

the appearance of a serious commercial stringency, or, if that

is impossible, prevent the extreme disasters of a commercial

panic. In England commercial pressure which threatens to
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exhaust the resources of the bank is met by an order from the

government to issup notes for the discount Of commercial

paper without bullion security. In France there is no limit

placed to the issue of notes, and the bank itself determines

when unusual issues shall be made. In Germany the situa-

tion is practically the same, except that the tax on circulation

increases with the size of the issue, a provision which works
to limit the amount of notes in circulation to the needs of com-
merce. It thus becomes clear that for these nations the ques-

tion of how public moneys are kept is subordinated to the

question of the control of the country's circulation ; and that,

having decided to attain elasticity by a more or less direct

regulation of discounts, the entire business operations of the

State are brought into as close touch with the commercial

world as possible. It is necessary to grasp this fact in order

to apprehend the theory upon which the opposing policy of

governmental isolation rests, a policy formally adopted by
the United States when it established the independent treasury

or sub-treasury system.

(2) Practice in the United States.—It may be well to say a

word, by way of a prefatory observation, respecting the man-
ner in which the United States Government kept its funds be-

fore the formal establishment of the independent treasury in

1846. The common impression seems to be that during the

existence of the first and second national banks * these insti-

tutions were made the fiscal agents of the government, receiv-

ing its deposits and disbursing its funds. This, however, is an
erroneous impression. There is nothing in the charter of the

first National Bank which goes to show that it was designed

to be the depository of the public funds. This could not have
been done had it been regarded as desirable, for communica-
tion between the different parts of the country was so difficult

and uncertain, and local jealousies were so strong, that a finan-

cial institution under the patronage of Congress with branches
in all parts of the country would have been an impossibility.

Private banks were, therefore, used, and there is no indication

that the pubhc bank had precedence over private banks in any
matter that pertained to deposits or disbursements. The
charter of the second National Bank was drawn with the

* The charter of the first National Bank extended from 1791 to i8ii;

that of the second National Bank from 1817 to 1837.
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idea of securing a centralized control over public deposits ; but
it was never intended that this institution should have ex-

clusive use of public moneys. Private hanks were always

used as depositories, but, at first, under rules prescribed by
the directors of the National Bank. The difficulties that arose

on this account, and which led the bank in 1818 to give notice

that it would no longer act as the agent of the government,
present considerations too minute for the present broad writ-

ing. The significant fact is that the Federal Government tried

the experiment of a bank of the European type, so far as that

was possiblejand^ the conditions which then existed for trans-

portation and communication. The experiment seemed to

fail, and for that reason Congress undertook to solve the prob-

lem in another way. Provision was made for public deposits

by building vaults and establishing sub-treasuries ; for collec-

tions and disbursements by making use, so far as possible, of

its own machinery for the transfer of value ; and for an elastic

currency either through the agency of State banks, as was the

case prior to 1863, or, as at present, by means of a system of

national banks. The Government of the United States does

not acknowledge its responsibility for providing funds to meet
unusual commercial demands. It is its aim rather to keep

itself separate from the flurries and panics of the commercial

world.

The title of the law which declared the policy of indepen-

dence is " An Act to provide for the better organization of the

Treasury, and for the collection, safe keeping, transfer, and

disbursement of the public revenue." The quarrel of Presi-

dent Jackson with the second National Bank, the withdrawal

of public deposits from this bank and their distribution to

State banks, the consequent expansion of State banking, the

increase of speculation, the extension of public improvements

under the insane enthusiasm of State governments and private

corporations, the commercial panic of 1837 and the banking

panic of 1843 which resulted from this unhealthy commercial ac-

tivity, the losses sustained by the Federal Government through

its deposits with State banks, the difficulties encountered by the

public treasury on account of the great variety of money
offered for the payment of public dues, the embarrassment to

business occasioned by the desire of the Federal Government

to maintain a specie basis for its receipts and expenditures—
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these,' and all other facts of that period of commercial disas-

ter and financial disgrace from 1830 to 1845, are well known
to the student of A merican history. The poHcy of depositing'

public funds in State banks without the restraining influence

of a national bank over their issue of notes, and without ade-

quate provision for the proper use of public funds and their

prompt repayment, could no longer be supported by public

opinion. On the other hand, so great was popular prejudice

against Federal interference with local affairs that it was im-

possible for the Federal Government to establish a banking
institution which should be the exclusive depository of public

funds, and which should have adequate power to establish and
maintain a uniform currency throughout the United States.

It must be understood that the design of the sub-treasury

system is the absolute separation of the treasury from business

affairs. Not only was the influence of the treasury in com-
mercial affairs regarded with suspicion by the merchants, and
the creation of the Federal bank regarded as an encroachment
upon the rights of the State by the people, but the Federal

Government, on its part, feared to trust its funds to commer-
cial agencies for temporary use lest it should be subjected to

loss. In such a state of affairs nothing remained but the

establishment of an independent treasury system.

The policy of separating public from private business hav-

ing been formally established, what can be said of the result ?

Is it possible for a government which handles from three to

four hundred millions of dollars a year, and which is imposed
with the duty of providing a circulating medium, to evade the

necessity of performing banking functions, even though it

refuses to assume responsibility for the administration of a

banking corporation ? The experience of the United States

upon this point will perhaps be more instructive than an at-

tempt at theoretical consideration. Three facts may be

noticed as bearing upon this question

:

First. It was a part of this scheme of separation that the

government should employ specie in its own transactions to

the exclusion of all other forms of currency.. The notes of the

State banks were not only unsafe, but they lacked the uni-

formity of a national currency. The only stable and uniform

money was gold and silver ; and the government, having trans-

ferred to the States all control over banking, chose to confine



HOIV SHOULD PUBLIC MONEYS BE KEPT? 217

itself to that form of money over which, by the Constitution,

it was obliged to retain exclusive jurisdiction. This phase of

the general policy of treasury isolation was not attended with

any marked degree of success. Not only was it impossible

for the government to transact its business in conformity with

the rules laid down by the " specie circular "
; but, in so far as

it was able to command specie, it embarrassed the operations

of the State banks, which relied upon the fund of specie in the

country for their reserves, and rendered them less safe than

they otherwise might have been. Dr. Colton, writing in 1856,

said :
" This government institution [the independent

treasury], therefore, thus becomes an interfering power with

the banking operations of the country to disturb and embar-
rass them." * We admit this to be a curt disposal of a ques-

tion which at the time was the subject of extensive discussion

and bitter controversy ; but the simple fact is that the attempt

to separate the fiscal transactions of the Federal Government
from the commercial transactions of industry is one that can-

not be realized. A sovereign State cannot evade its responsi-

bility for establishing and maintaining a national currency,

and any attempt to do so not only occasions loss to itself by
its use of local currencies, but it results in general commercial

embarrassment.

Second. In the second place, the Federal Government has,

contrary to the theory of independence, seen fit to establish a

note-issue business, and to this extent has converted the

Treasury Department into a banking organization. Reference

is here made to the fact that the treasury notes issued during

the War of the Rebellion, and which in 1879 were brought to

par value with specie by the policy of " resumption," have

since then been sustained in circulation by the maintenance

in the Treasury Department of a gold reserve. The notes thus

sustained constitute twenty per cent of the currency in circu-

lation. To this extent the currency is fixed and inflexible.

Whether or not this is wise we shall not undertake to discuss,

nor shall we venture to inquire whether the issue of notes can

appropriately be undertaken except in connection with the

banking functions of exchange and discount ; our only point

is that in this particular, also, the theory of independence

* Cf . Kinley's TAt Independent Treasury of the United States, p. 37.
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does not seem to have sustained itself. Tlie exigencies which

the treasury has met have proven stronger than the theory.

Third. Finally, the government, contrary to the theory,

has been forced to assume responsibility for the bullion re-

serve of the country, and by so doing to acknowledge that

a country whose commercial life rests on a highly organized

system of credits requires of its government that the standard

of values upon which credits are based, and in conformity with

which contracts are drawn, cannot be a matter of indifiference

to the State. This duty of guarding the specie reserve is

recognised as the most significant, if not the most impor-

tant, function of a national bank like that of England, of

France, or of Germany; and nothing could more clearly

indicate the inadequacy of the policy of fiscal isolation than

the fact that the United States Government has been forced

to assume the task of protecting the bullion reserve of the

country against the drains of an adverse trade.

If it be impossible, as the experience of the United States

seems to indicate, for a sovereign government to withdraw
itself from the circle of commercial interests, it seems wise

to conclude that the means for exerting this influence should

be direct in order to be efifective. The independence of a pub-
lic treasury is a policy that cannot be maintained except in the

most formal and superficial manner.
This discussion has been carried on in view of the

responsibilities that necessarily come to a sovereign State;

with local governments the situation presents no difficulties.

A municipality, a county treasury, or even a State will find that

the most convenient method of transacting business will be

through the agency of local banks. The experience of busi-

ness corporations in the disposal of their funds may be ac-

cepted as pertinent for minor public corporations. It is the

broad commercial policies and monetary problems involved

that make this question a serious one for national govern-
ments, and with these local governments are not conceraed.
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The investigation respecting expenditures having been
brought to a close, it now becomes our task to consider the

nature and the sources of. public income, and to search for

those administrative rules and general principles by which the

necessary revenue of the State may be secured in the manner
most advantageous to all interests concerned. The problems
of public income naturally classify themselves according to

the sources from which this income flows, and on this account

a consideration of the possible sources of public revenue will

be the most natural and helpful introduction to the discussion

of these specific problems.

37. Classification of Public Revenue. — (i) Main Divi-

sions.—The revenue which flows into the treasury of a State is

of three sorts. It may be a direct revenue, a derivative

aig
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revenue, or an anticipatory revenue. By direct revenue is

meant all revenue that accrues to the State from public owner-

ship in productive property, or public management of pro-

ductive industry, or which falls to it by virtue of its sovereign

character or corporate personality. By derivative revenue is

meant revenue which forms in the first instance a part of the

income of the citizen, but which is paid by him to the State in

satisfaction of some revenue law. In this instance the citizen

rather than the State is the owner of the property, or the

manager of the industry, or the recipient of actual benefices.

The distinction between direct and derivative revenue becomes
'clear when it is noted that direct revenue, so far as it is indus-

trial revenue, constitutes a positive addition to the social in-

come, while derivative revenue, although it augments the in-

come of the State, is in reality a transfer of a part of the earn-

ings of the citizens to the State. An analysis of direct revenue
leads to a consideration of Public Domain and Pubhc Indus-

tries, and of awards and gratuities ; an analysis of derivative

revenue leads to a study of the nature and principles of Taxa-
tion in all of its forms.

In addition to direct and derivative revenues the State may
secure funds through the use of its credit ; that is to say, it may
borrow money. This revenue is properly characterized as an-

ticipatory revenue. It is secured through the creation of a

debt, and in any sound system of finance is recognised as the

first step toward an increase in taxes or a higher return from
public property or public industry. Public credit as a source
of income to the State cannot be understood except one is

familiar with the principles that control direct and derivative

revenue. Its legitimate use is confined to making headway
against a fiscal exigency or to the providing of capital for pub-
lic investment. These are both unusual conditions.' The ad-
vent of an expensive war may constitute a fiscal exigency and
justify the use of public credit. The policy of building a great

system of canals or railways may be accepted as an example
of what is meant by the investment of public capital, and the

capital for investment will in all probability be secured by the

sale of bonds. In both classes of cases the occasion of the ex-
penditure is out of the ordinary. In neither is the revenue
secured a final revenue, but carries with it the necessity of se-

curing an equal amount at some time in the future with which
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to pay back the money borrowed. It is thus evident that an-

ticipatory revenue is different in its nature and its use from or-

derly revenue, and that for this reason it should receive sepa-

rate consideration.

The advantage of a separate study of public credit is em-
phasized when it is seen that the principles which properly
dominate the administration of public finance in ordinary
times and for orderly and continuously recurring expendi-
tures, are not, in all respects, the principles to which the public

treasury should be adjusted in times of fiscal exigency, or
when for any reason unusual expenditures are to be made.
To put the case concisely, there is a system of orderly finan-

ciering and a system of exigency and investment financiering,

each of which is subject to its own peculiar principles so far as

income is concerned. In this fact is found a second reason for

a separate treatment of public credit.

The foregoing analysis shows' that all questions of public

income may be discussed under one of the three following

heads

:

1. Direct revenue, which leads to a consideration of public

domains and public industries.

2. Derivative revenue, which leads to an analysis of the

principles and a study of the practice of taxation.

3. Anticipatory revenue, which leads to an investigation

into the principles of public credit.

(2) Comparison of Direct and Derivative Revenue.—It will

be of great assistance in our effort to gain a comprehensive
view of the general subject of public revenue if we inquire a

little more closely respecting the character of direct and deri-

vative revenue, and carry their comparison and analysis a step

further. In this we shall confine ourselves in the first instance

to a consideration of the regular and orderly sources of public

income.

Public domains and public industry are alike in that the

payment made into the treasury on account of them are

made in return for a definite and specific privilege or ser-

vice. Where government owns land and assigns it by lease

for cultivation, public revenue is a rental paid by the tenant.

Where government owns and administers the forests, the

revenue which it secures arises from the sale of lumber or

charcoal. Where government owns and manages a system of
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railways the revenue accuring is collected through sale of

transportation. A stamp placed upon a letter is the price for

carrying the letter, and the government collects its postal

revenue from the sale of stamps. The significant fact in all

these cases, as in others that might be mentioned, is, that the

citizen presents himself before the agent of the State as a pur-

chaser of some privilege or service, and the amount he pays

holds some definite relation to the quantity and quality of the

service rendered. The relation between the citizen and the

State is the " contractual " relation. The payment is freely

made at the time of purchase and the citizen knows what he

gets for his money. In this regard revenue by taxation is of

an entirely different sort. It arises from payments made for aN

general and not for a specific service, and the service sup-/

ported by the payment cannot be measured in any way to the

citizen. The service is general in its character, and any at-

tempt to measure it out to the citizen in proportion to pay-

ments would result in the destruction of the service itself.

Another distinction between direct and derivative revenue
is that the former is voluntary while the latter is coercive.

Much confusion has arisen in treatises upon finance on ac-

count of the different ways in which these words are used. By
some a voluntary payment is understood to be a payment no
greater in amount than could be demanded for a specific ser-

vice were the price of the service determined by competition.

This conception of the phrase necessitates a separation of the

payment made for the service from which the State hopes to se-

cure a general as well as a specific revenue into two parts—the

one covering cost, the other reckoned as a profit. The former

is said to constitute a voluntary payment, the latter a coercive

payment, and on this account the profit to government on a

commercial industry is said to be a tax. • This distinction, al-

though plausible when presented in this manner, is of slight

advantage. No important administrative rule can be based upon
it, nor is it sufficiently characteristic to be easily carried through
a scientific treatise. Wherever a monopoly exists, whether
public or private, an extraordinary profit is liable to make its

appearance; but one would not on that account care to say

that he who purchases from a monopoly is coerced to make
the payment. It is of course true that if he desires the com-
modity he must meet the conditions of the only agency that
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can supply him with it. He must pay the monopoly element

as well as the cost element in the price in order to secure the

goods, but one cannot say on this account that he is coerced

in the one case more than in the other. Payment of the mo-
nopoly element in a price is merely the condition of his secur-'

ing the commodity or service in question ; but he may if he
choose forego the purchase, and so be free from the payment

.

of either. The point is this: Coercion which springs from
one's desire to possess or enjoy a definite thing is wholly dif-

ferent, in its origin, in its character, and in the results which
follow from it, from the coercion exercised by the government
when it secures revenue from taxes. The one is the coercion

of a specific desire, the other is the coercion of a sovereign

power. The one finds its compelling force in the free choice

of the individual, the other in the sovereign will of the State.

A classification of revenue which fails to distinguish between

commercial and political coercion can only lead to confusion.

It is hoped in this treatise to avoid such confusion by refusing

to acknowledge at the outset the alleged similarity between

profits accruing from a government industry and taxes im-

posed upon private industry.

It appears from the above discussion that derivative and

direct revenue differ from each other in that the one is built

from payments for a specific service, and is made voluntarily

by the citizen ; the other is built from periodic payments, with

only the general advantages of government in mind, and is a

coerced payment in the legal sense of that word.*

A third distinction, though it is administrative and prac-

tical rather than general in character, is found in the fact that

direct revenue is frequently assigned to special expenditures, -

while derivative revenue is commonly thrown into a general

fund out of which all general appropriations for the public

service are paid. The tendency is strong towards the prac-

tice of a consolidated fund.

(3) Bequests and Indemnities.—Besides revenue from public

domain and public industry, there are two other sources of

revenue which are direct in character. The State may in its

* In the discussion upon taxation it is shown that the justification

of the coerced payment rests upon the moral sense of the community,

which demands that a general service should bear with equal weight oa

&I1 members of the community.
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corporate capacity be the recipient of gratuities either from
citizens or from other States. Such, for example, is the

bequest of Smithson to the Federal Government for

the establishment of the Smithsonian Institution. Such
also is the bequest of land from the Federal Govern-
ment to the States for the support of common-school and
university education. Further illustrations of public revenue
by gratutities are found in the frequent gifts made by
individuals to municipalities in the form of parks, or for the

purchase of fountains, statuary, pictures, and the like. Com-
monly, however, revenue from this source is appropriated to

some specific service in the articles of bequest; and while it

adds to the property of the State, and is of great significance

for the development of the people, it does not in any way re-

lieve the demands upon the people for the support of the or-

dinary functions of government. It is referred to in this con-

nection that our analysis of public revenue may be complete
It is a revenue that accrues on account of the corporate

character of the State by which it is enabled to become the

trustee of funds designed for social benefit.

Another source of unusual or accidental revenue is found
in the indemnities which a conquering nation is apt to demand
from a vanquished people at the close of a war, in the judg-

ment of international boards of arbitration, or in the agree-

ments entered into by nations in case one nation for any
reason claims damages from another. After the Franco-
Prussian War Germany received five milliard francs from
France as a war indemnity. Japan also secured an indemnity

of one billion yen from China as one of the conditions of

granting peace. It may be said, indeed, to have become an

estabhshed practice that the conquering nation should receive

indemnity for the cost of a war. From the financial and in-

dustrial point of view it is more than questionable whether the

nation that receives the indemnity is thereby benefited. It is

apt to induce habits of extravagance and to lead to the estab-

lishment of services which, when the indemnity fund is ex-

hausted, will necessitate an increase in the rate of taxation;

or, should this evil be avoided, a government will find great

difficulty in expending so large a sum of money without dis-

turbing the orderly course of trade. On the other hand,

should the government which receives the indemnity en-
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deavour to avoid this evil, it is likely that by withholding so

considerable a sum from the ordinary circulation it will affect

injuriously commercial conditions. In view of the possible

difficulties which attend the receipt and expenditure of a na-

tional indemnity, it is not strange that the board of directors

of the Bank of Japan should have presented to the council *

of the bank this question: How may the Chinese indemnity

be employed to the greatest advantage and the least disadvan-

tage ? There is perhaps in the entire range of financial

problems no question more attractive because of the possi-

bilities which it presents for broad generalization than this

question of revenue by indemnity. It does not, however,

bear that relative importance, when compared with other

questions, which justifies further mention of it in this treatise.^

(4) Fees and Assessments.—Assuming that all revenue is

either derivative or direct, where should fees and assessments

be classed ? Before undertaking to answer this question it

would be well to make sure that the terms themselves are un-

derstood. A fee is a payment made to the State on the occa-

sion of some specific service rendered by the State to the citi-

zen, the service, however, being non-commercial in character.

Two or three illustrations will make this clear. The payment

demanded for recording a deed or mortgage, or for any legal

process, is a fee ; so also is the payment required to secure a

passport or license (this latter, however, should not be con-

founded with a license tax), or for the issue of a teacher's cer-

tificate or diploma; so also is the payment for connecting

with a public sewer, or for" the privilege of purchasing light

and water from a municipality. All these payments and many

others for like services, or permits, are called fees. They are,

however, in no sense the price paid for the service rendered or

the permit granted. While it is true that they recognise a

specialization in the service, they are in no sense a quid pro quo.

The amount fixed bears no relation to the importance of the

service, and only in a few cases to the quantity or the quality

of the service. For the most part, services which are made the

• The Bank of Japan provides in its organization for a council com-

posed of seven members to whom all questions of a general or public

nature are referred. This council is made up of specialists in finance

and political economy. The authoritative decision of course lies with

the board of directors.
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occasion of a fee do not permit of quantitative assessment;

nor is the purpose of the government in demanding a fee that

the aggregate of moneys thus secured shall equal the expendi-

ture incident to the service.

As further characterizing fees it may be said that the service

rendered by the government for which a fee is charged is not

commonly the comprehensive or fundamental service which
the State has in mind in the adjustment of its governmental

machinery. It is rather a service which arises incidentally in

connection with some comprehensive governmental function.

Thus the maintenance of foreign relations is a general govern-
mental function, but the granting of a passport or the vise of

an invoice is merely incidental in the administration of foreign

aflfairs. The maintenance of justice in the business relations

of citizens is one of the fundamental aims of political organi-

zation ; the recording of a deed or of a mortgage, on the other
'

hand, is required in order to render justice in commercial deal-

ings easy and sure. In the same way the fee for a diploma is

incidental to the administration of public education; so also

the fee for a sewer connection is incidental to the administra-

tion of the health department of a municipality.

In view of the above considerations it appears that a fee is

more properly classed under the head of derivative revenue
than of direct revenue ; that is to say, it is allied to a tax and
not to a price. Although paid on the occasion of a special

service, it is not paid because of that service, but rather be-

cause the government selects a certain occasion in the per-,

formance of its general functions for the levy of a special tax,

and levies that tax to the individual with whom at the time it

comes in contact.

A special assessment is defined by Professor Seligman as
" a compulsory contribution levied in proportion to special

benefits designed to bear the cost of special improvements to

property undertaken in the public interest." * This definition

implies, first, that the improvement which is made the occasion

of payment is primarily for the benefit of the public, and
secondarily for the benefit of the individual on whose property

the improvement abuts. The paving of a street, for example,

while it adds to the value of abutting property, is usually re-

* Essays in Taxation, p. 283.
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garded as a work pertaining to social rather than to private

economy. In a very free sense, an assessment is in this par-

ticular allied to a fee. The service rendered by government
to the individual who makes the payment is of secondary im-

portance as compared with the general service involved. In-

practice, however, the assessment differs from a fee in that it is

attempted to assign a payment to the individual in proportion

to the benefit received. The definition implies in the second
place that a special assessment constitutes a " compulsory con-

tribution " which shows that, although the payment is a quid

.

pro quo, it is not a price for service rendered. The transaction

lies within the domain of social and not of free economy. Nor
is the compulsory character of the assessment confined to the

fact of payment. The decision as to the character of the im-

provement, as well as to the time at which it shall be under-

taken, rests with the public authorities. In a double sense,

therefore, an assessment may be regarded as a compulsory
payment.

Our conclusion then is that assessments like fees are allied

to taxes and are, on that account, to be classified as special

forms of derivative revenue; at the same time they are in a

greater or less degree adjusted to the idea of a special service,

and for that reason should be granted an analysis separate

from the general discussion of taxation. In this, however, we
cannot go so far as do many German writers of prominence
who recognise fees and assessments as a distinct source of

public revenue.

The classification of public revenue which gives form to

the present treatise is the following

:

Public

Revenue.

I. Direct

Revenue.

2. Derivative

Revenue.

Anticipatory

Revenue.

a. Public Domains.
i. Public Industries.

e. Gratuities or Gifts, or Treasure
Trove.

d. Confiscations and Indemnities.

ra. Taxes.

I
i. Fees.

I

c. Assessments.
L d. Fines and Penalties.

{"
u.

Sale of Bonds or other Forms of

Commercial Credit.

Treasury Notes.
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(5) Revenue from Expropriation.—It will be observed by one
familiar with the literature upon this subject that the above
classification of public revenue fails to include revenue from
expropriation. Under this phrase is included the process of

taking property through the exercise of the right of eminent
domain. The reason for declining to recognise expropriation

as a phase of revenue is that the State cannot, by any con-

ceivable use it may legally make of the power of eminent do-

main, increase its income. The utmost it can do is to enforce

an exchange of property. The government has a right under

this sovereign power to take from a citizen whatever is ac-

counted essential for a public purpose, but it is under obliga-

tion to return to him an equivalent for what it takes. In case

an equivalent is not given in return, the act becomes either

spoliation, which is an abuse of law, and therefore not to be

considered among the sources of orderly revenue, or confisca-

tion, which rests upon an entirely different power than the

power of eminent domain. For these reasons property ex-

propriated from private to public use is not counted as a public

revenue.

(6) The Lawyer's Classification.—It will be further ob-

served that the classification here set forth pays no regard

to the legal authority upon which the State rests its appeal

for revenue, and in this respect differs from what (for want

of a better name) may be termed the lawyer's classification.

It is not intended to convey the impression that questions

of constitutional right are of no importance in the adjust-

ment of a fiscal system ; they are of the utmost importance,

as was clearly pointed out when the fiscal axioms were under

consideration. Especially in the United States, where the

courts have the last word on the constitutionality of a law or

the legality of a method adopted for its enforcement, is it es-

sential that the financier have clear and distinct views upon
questions of legal authority. When, however, one observes •

the inextricable confusion into which the courts have drawn
the nomenclature of finance by endeavouring to classify public

revenue according to the governmental powers brought for-

ward for their legal support, he is justified in expressing a

doubt as to the advantage of the classification. The truth is

that a given revenue may rest upon any one of several powers

according to the purpose for which it is levied ; or, indeed, it
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may rest on several powers at the same time. Duties on im-

ports, for example, may appeal to the taxing power, to the

power to regulate commerce, or to the general welfare clause of

the Constitution for legal justification, or it may appeal to all

of these powers which the Constitution confers on Congress

;

but the duty is a duty in any case. The fees imposed on hack-

drivers or newsboys may rest entirely on the police power, and
a lawyer might urge that power to the exclusion of all others

in the defence of the ordinance ; but the fact that the fee is de-

pendent on police regulation does not take it out of the cate-

gory of taxes. It is right for lawyers to classify the sovereign

power of the State, and to rest their arguments in support of

the various forms of revenue upon one or all of those powers

;

but to define revenue in the language of legal pleading must
inevitably lead to confusion. The nature of revenue is one
thing, the nature of legal authority to set revenue machinery
in. motion is quite another. It is believed that the classifica-

tion of revenue according to its nature will enable the student

to obviate many difficulties that might otherwise arise.

38. Comparison of Public and Private Industry. — The
foregoing analysis aims to disclose the general characteristics

of public revenue. As further suggestive of the fundamen-

tal conceptions involved we shall now proceed to a cursory

comparison of public and private industries, and to inquire if

the general attitude of government toward the public is

changed in any marked degree on account of the fact that it

presents itself in connection with an industrial enterprise.

There are but two reasons why government should care to

undertake an industrial enterprise : the one is that it may be of

service to the citizen, the other that it may obtain a revenue for

itself. The building and control of a railway is typical of the

former; the French tobacco monopoly may be mentioned as

an illustration of the latter. One must not think, however,

that these two aims cannot be present in the same undertak-

ing. Indeed, it is the rule rather than the exception that both

objects are held in mind in connection with such industries as

the government chooses to undertake ; and, while it may be

true that this renders the administration of the public business

more difficult than would otherwise be the case, it must be al-

lowed that the advantage to the public is on this account

greatly increased. It is certainly wise to obtain revenue in
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such a manner as to render incidental benefits whenever that is

possible.

Naturally the administrative rules which appeal to the

financier will vary according to the purpose for which the in-

dustry is undertaken. If revenue be the chief object, the po-

licy of control will tend to adjust itself to what is known as

strict business methods. The principle of private financiering

will be put in practice so far as that may be done in view of the

sovereign character of the State. This generalization brings

to the front a very important question : In how far is it pos-

sible for the State to divest itself of its sovereign character

when it invests itself with the role of an undertaker ?

1 Many writers assert that no essential difference exists in.

matters of business between the State and the individual, and
they proceed in their discussion of public industries as though

government were at liberty to adopt as its own the business

policy of a corporation or of an individual, and to adjust its

charges upon strictly business considerations. One may,
however, doubt the pertinency of such a conclusion. In every

sphere of its activity the government stands for the whole

people. The State is obliged from the necessity of its own
nature to regard the general efifect, as well as the immediate

result, of its acts, and on this account it is debarred from ad-

Justing a business policy to the principles of private financier-

ing. It cannot, for example, resort to any of those devices

by which trade is enticed from a private concern performing
the same or analogous services. This is true because the com-
petitor of the government is a part of the State, and the State

is obliged to recognise that damage to such a competitor is

damage to itself. The State is as much interested in the suc-

cess of what its citizens undertake as in the success of its own
business enterprises, and for this reason is obHged to assume

-the comprehensive or' social point of view, and to consider the

general and ultimate, as well as the particular and immediate,

results of its business policy.

As further illustrative of the peculiar character of a public

enterprise, it may be said that a public industry cannot recog-

nise the wholesale principle in dealing with its customers, since

it has no right to discriminate in price in favour of the large

and against the small buyer. It is a fundamental principle of

democratic government that all citizens should stand as equals
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before it, and it would be as dangerous to disregard this prin-

ciple in the administration of industry as in the dispensation of

justice.

If the distinction thus brought to notice be accepted (and

it must be admitted that many writers on finance fail to recog-

nise it), it follows that public utility rather than industrial profit

must be the ruling consideration in all public industries. The'

State has no private interest and cannot follow, without modi-
fication, the rules of a private business. The phrase " private

price " or " gwajj-private price " finds no place in discussing

an industry carried on by government. The private price is

commonly the competitive price, and is always fixed with a

view to the highest possible profit; the public price is a

governmental price, and is adjusted to the idea of the

highest social utility. It may be that, incidentally, the

same charge will be made by government aiming to secure

social utility as would be the case if the industry were ad-

ministered upon a competitive basis ; but the process of get-

ting at the charge is so different in the two cases that one

is justified in asserting that the charges themselves stand for

essentially diflerenl: concepts and represent essentially dif-

ferent social forces.

The practical outcome of the fact that the State cannot

divest itself of its sovereign character, even though it under-

take a business for the purpose of securing a profit, is that

public industries will, as a rule, be organized as legal and ex-

clusive monopolies. In no other way can that symmetry in

organization and harmony in administration be maintained

which are essential to a just regard of the social interests.

There are of course exceptions to this rule. The government

might, for example, own and administer a railway, not for the

purpose of revenue or with a view of rendering a direct com-
mercial service, but in order to establish and maintain the

conditions of equity for the conduct of industries intrusted to

individuals and corporations. To speak specifically, the State

might choose to own a railway in order to coerce competing

railways to charge a just price or to provide conditions of

normal competition between merchants and manufacturers.

Even in such cases, however, the industry owned by the

government does not subject itself to the law of competition

;

on the contrary, it makes use of competition in order to con-
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trol competition. In all cases it is the governmental principle,

rather than the commercial principle, to which the administra-

tion of a public industry looks for guidance.

The difference between a public and a private industry

would be yet more clearly disclosed by inquiring respecting

the principles upon which the government must rely in ad-

justing the price for such commercial services as it renders,

but as this question is made the subject of special discussion

in a subsequent chapter it will not claim our attention in this

connection.*

39. Harks of a Good Eevenue System.—In order to pre-

pare for deciding properly the technical questions which come
up in the discussion of the various sources of public revenue,

it may be well at this point to consider the marks of a good
revenue system. The most important of these are as follows

:

First. A good revenue system must be adequate to the

just wants of the State. This is more than a truism. Not
only must the government be able to secure such moneys as

it needs, but it must be able to do this easily and without ap-

parent effort. Difficulty in securing revenue acts as an obstacle

to the performance of any duty which may be assigned to

government ; while, on the other hand, the impression that the

State is in possession of adequate funds, or may easily secure

an increase in revenue, brings to it such strength and dig-

nity that tasks which would otherwise be difficult in their

performance are accomplished with ease. Especially is this

true in the case of diplomatic negotiations. The effect of an
argument depends more upon the power of the nation which
asserts it than upon the reasonableness of the argument itself

;

and in these days of expensive military and naval equipment
national power is in large measure dependent upon money or

the ability to command money. In case government desires

to enter upon a contract calling for large payments, also, a

full treasury will enable it to secure lower bids than might
otherwise be the case. Or, suppose the currency system of

the State to be in any way dependent upon the maintenance

by the government of a bullion reserve, a deficit under such

circumstances, or even the danger that a deficit may arise,

might easily result in commercial embarrassment. Other il-

» Cf. Part II, Book I, Ch. VI, § 45.
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lustrations present themselves, but the above are adequate to

show the importance of a revenue system which secures an
ample income without apparent effort. The first mark of a

good revenue system is that it succeeds in getting the money.
Second. The second mark of a good revenue organization

is that the financial policy of a State presents itself as a

system and not as an aggregation of independent and un-

related acts. It is a fundamental principle of government
that the burden of the State should rest equitably upon all

citizens; but it is impossible to secure such a distribution of

the burden unless all of the many ways in which revenue

machinery touches the citizen are classified, compared, and

reduced to a system. The persistent effort on the part of

legislation to avoid " double taxation " shows the necessity of

regarding every law as a part of a comprehensive whole. The,

suggestion here presented will meet with universal approval,

though in practice it is almost as universally disregarded.

The financier is not at liberty, according to the theory of

equity held by democratic peoples, to judge of a law for

raising revenue without considering it in its relation to the

entire revenue system.

A few applications of this principle will show its meaning
more clearly. Should the State undertake an industry which

is especially lucrative for the sake of securing revenue, thus

presenting itself as a competitor to citizens engaged in the

same industry, it should exercise great care lest in adjusting

its system of taxation it impose a burden upon its competitor

from which it itself is free. That is to say, the taxes which it

levies upon private industries must be levied in view of its own
industrial undertakings. Again, some taxes which could not

be justified in and of themselves are capable of easy justifi-

cation when considered as a part of a comprehensive revenue

system. In 1789, for example, when the first tariff act was

under discussion in Congress, the objection was urged against

imposing a duty on salt that this would bear grievously upon

the mountaineers of North Carolina and Virginia.' The reply

to this objection was that, according to the scheme of taxa-

tion under discussion, this was the only tax which would

reach the citizens in question. Again, many duties are im-

posed as compensatory duties; that is to say, duties which

would be unnecessary considered by themselves, but which
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become necessary in order to provide the conditions under

which revenue from other sources may be protected. The
Federal Government, for example, imposes a duty upon the

manufacturer of spirits within the United States; it must, in

order to enable this industry to bear the tax and at the same
time maintain itself against foreign competition, impose a

corresponding duty upon the importation of spirits. The
revenue system of every country is replete with illustrations

of complementary and compensatory laws, and of laws designed

to avoid double taxation, all of which goes to show that a

sound fiscal system will be well balanced and comprehensive.

Third. The third mark of a good revenue system is one

which appeals more directly to a country organized as a

federation, like the United States, than to a country more
highly centralized' for the purpose of administration, like

France. Not only should the fiscal policy of a particular

grade of government present itself as a comprehensive whole,

but the several corporate bodies which together make up " the

State " should exercise great care lest the revenue domain of

the one encroach upon the revenue domain of the other, and

by so doing bring confusion and inequahties into what
otherwise might be a sound financial organization. To
speak specifically, the third mark of a good revenue system

is harmony and balance between the central and local govern-

ments, between the local governments themselves, and be-

tween the several organs of local government.
This point may be the best presented by considering the

situation as it exists in the United States. There are in this

country four grades of government, each of which has as-

signed to it a certain definite set of public functions. These
governments are the Federal Government, the State govern-

ments, the chartered municipalities, and the local govern-

ments resting on general statutes. There is at present no
separation of the sources of revenue corresponding to this

separation of public duties. It is true that by the Federal

Constitution customs revenues are set aside for the "Federal

Government, and, with the exception of the State of Texas,

the public domain is the property of the United States; for

the rest, however, there exists the greatest confusion. The
evils which follow from this unsystematic method of proce-

dure present themselves at every point in the discussion of
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revenue problems. Whether or not definite sources of

revenue should be set aside for the exclusive use of the vary-

ing grades of government is a question which calls for more
extended discussion than can be bestowed upon it in this con-

nection. It is, however, clear that some form of harmonious
action between the several governments concerned is essen-

tial to the best results in a comprehensive revenue system.

This is a mark of a revenue policy which it is especially im-

portant for the people of the United States to recognise.

Fourth. The fourth mark of a good revenue system is that

it must provide for elasticity in the revenue at the point where
elasticity is needed. It is not sufficient, in order that a revenue

system may be elastic, that public income shall be capable of

easy increase in a time of emergency ; it is equally important

that income may be easily reduced when the emergency shall

have passed away. Elasticity as a quality of a revenue sys-

tem does not appeal with equal force to all grades of govern-

ment. It is relatively of most significance for those govern-

ments that are exposed to emergencies and exigencies in the

performance of their assigned functions. To speak explicitly,

this means that those governments that are clothed with the

power of declaring war and concluding peace are the ones

for whom elasticity in revenue is pi the most importance.

In the United States, for example, the revenue system of the

Federal Government should regard this characteristic as of

very great importance. A municipal government or a county

government, on the other hand, may practically ignore elas-

ticity of revenue in the organization of revenue machinery.

Many other qualities there are of a good revenue system,

but these will come up incidentally in connection with the dis-

cussion of the special questions as they present themselves.

Those qualities of which mention has been made are the ones

that pertain to the revenue system regarded as a comprehen-_

sive whole.
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DIRECT REyENUE.

CHAPTER I.

REVENUE FROM PUBLIC DOMAIN.

Mineral Deposits and the Fiscal Policy.

Surface Lands and the Fiscal Policy.

(1) Shall Government Cultivate its Own Domain ?

(2) Shall Government Lease its Domain for Cultivation?

(3) Shall Government Dispose of its Domain by Sale?

Land Policy of the United States.

(1) The Original Idea Respecting Land.

(2) Use of Land for National Development

(3) Use of. Land for Educational and Railway Grants.

Under revenue from public domain will be considered

those forms of income accruing to the State on account of

ownership of or interest in landed property. This phrase
" landed property," however, must be interpreted very

broadly. All of the so-called " extractive industries " present

themselves for consideration in connection with the study of

revenue from public domain, and under the extractive indus-

tries are included fishing, mining, and agriculture.

It is not necessary to consider at length the policy of the

feudal system or of early States respecting fish. In England
such fish as whale and sturgeon, called " royal fish," were

the property of the crown wherever taken, but it is not known
that they ever formed a considerable portion of the public

revenue. At present it is the general policy of nations to

consign this industry in all of its branches to private enter-

prise. Indeed, during recent years the most civilized peoples

have expended considerable sums of money in the develop-

ment of piscatorial culture, not with a view of making the in-

dustry itself a source of revenue, but for the purpose of open-

ing up a new source of food-supply. In some cases, as, for

example, the oyster-beds of Chesapeake Bay, the State secures

236
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a revenue from the rental of the beds, agreeing on its part to
protect the beds from depredations. But this is quite excep-
tional. Wherever fishing preserves are maintained, whether
for industry or for pleasure, they are, as a rule, the property
of private persons or corporations, and as such are listed

as taxable property.

40. Mineral Deposits and the Fiscal Policy.—The revenue
policy respecting mineral lands cannot be so easily stated.

Not only is there considerable divergence- in practice among
nations in regard to mines, but there continues to be con-
siderable difference of opinion respecting the appropriate pol-

icy. Gold and silver among minerals, like the whale and
sturgeon among fish, were formerly declared to be royal

property, and wherever found were appropriated by the State.

In this form, however, the claim of the State upon minerals

has long since been abandoned.
The general argument favouring the public ownership of

mines is that minerals are the free gift of nature, and should,

therefore, not be made the property of any individual. Even
in countries where the surface lands are assigned to indi-

viduals for private cultivation, it has been proposed to re-

serve the mineral deposits for the State. This suggestion is

found in the land policy proposed by Turgot, the great Phy-
siocrat statesman of France. The policy which has come to

prevail in the United States, however, and indeed in most
countries, is to give title, in case of sale, from the surface to

the centre of the earth. The argument which has led to the

assignment of mineral lands as private property does not

disregard the fact that minerals are a gratuitous gift of na-

ture, but asserts, as breaking the force of this consideration,

that nature has been so bounteous in her gifts that no injury

can arise to consumers as the result of such assignment.

Consider, for example, the wide extent of the coal-fields in the

United States, as also the great number of iron-mines and

salt-wells that abound. There is nothing in the nature of the

case why competition should not determine the price of these

products, and, in the absence of artificial restraints, the public

finds, in the many opportunities for mining, a guarantee that

mineral products of this class can be had at cost. There is,

therefore, no more necessity from the ethical or commercial

point of view for the government to own and administer such
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mineral property than for it to take into its possession any

other industrial enterprise. This being the case, the question

as to whether or not mines shall be made the source of special

income to the government comes to be a general and not a

particular question.

But this line of reasoning does not apply to minerals which

are localized to such an extent that they may be accounted a

natural monopoly, as for example the zinc mines in the United

States; nor does it apply to a mine which like the Calumet

and Hecla of Northern Michigan was for a time, so far

superior to other copper-bearing mines as to enable it for

many years to control the output and the price. A detailed

study of the mining conditions of any country shows many
exceptions to the assumptions of the argument for private

ownership presented above.

It may be doubted, however, if the mining policy of any

country has been directed by economic or ethical theories.

The simple fact is that men will not enter upon the uncertain

calling of a prospector unless induced thereto by the hope of

great gain. This work cannot be undertaken by the govern-

ment on account of its speculative character, and unless the

hope of unusual returns is offered to men who by nature take

a pleasure in speculation the deposits of unusual minerals will

forever remain undiscovered.

It thus appears that all the considerations involved in

the case of mineral lands do not range themselves on the same
side of the question. On the one hand it is essential, at least

in a new country, to grant free play to the speculative interests

of individuals in order to secure the discovery of unusual

minerals or of minerals of localized deposit. On the other

hand it must not be overlooked that it is an injustice to the

community as well as a source of a great social danger to

assign rich mineral deposits to individuals or to corporations.

Mineral wealth is the gratuitous gift of nature, and it woufd
be a mistake for any government to ignore this fact. '

There are two ways of harmonizing these conflicting con-

siderations. In the first place, the principle underlying the

patent laws may be applied to legislation respecting mines.

This would give to those who discover mining property a

limited rather than a perpetual lease, and in this manner the

mines would ultimately become a source of income to the State.
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The difficulty in applying such a principle is chiefly adminis-

trative, for it is probable that a mine held under a limited

lease would be worked in an uneconomical manner, so that

upon the expiration of the lease the property would be com-
paratively worthless.

The second way of meeting the difficulty is through the

machinery of taxation. There is much to be said in favour

of the policy of assigning mineral lands to private ownership,

a policy which has finally been accepted by the United

States, provided it be supplemented by some form of special

taxation upon mineral property. It would be out of

place, however, to consider at this time the form of the tax

appropriate to the situation. The general conclusion of the

foregoing discussion respecting the relation of a financial pol-

icy to mineral property is as follows : Mines that are widely

spread and easily discovered may be treated like the pro-

perty of ordinary industries. No special financial policy is

required for minerals like coal, iron, or salt. Mines, on the

other hand, which form the basis of a natural monopoly
should be handed over to private enterprise for development,

but they should at the same time be recognised as a fit object

for special and peculiar taxation.

41. Surface Lands and the Fiscal Policy.—Private property

in land among peoples whose law of real property has been

influenced by the feudal organization is universally regarded

as a grant or privilege from the State. In the United States,

for example, a clear title commonly bears upon its face a

record of the transfer back to the original grant. Even where

occupancy preceded survey and sale, as in the case of mining

claims staked out by gold-hunters, it was thought necessary

to legalize the customs of the miners and thus secure the

occupiers in their property by a title from the State. Such

being the theory of proprietorship, a comprehensive analysis

of the relation of surface or agricultural lands to the fiscal sys-

tem may, without violence to the working hypothesis of the

law of real property, start with the assumption that all lands

belong to the State, and that the conditions of their use are

determined entirely by expediency, or by what is regarded, all

things considered, as sound policy.

Surface or agricultural lands may be made to serve as a
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source of income to the State in either of the three following

ways:
First, the government may cultivate the lands as a public

industry.

Second, the government may establish a tenantry upon its

lands and receive an income in the form of rent.

Third, the government may dispose of its lands and secure

a revenue through taxation.

Each of the above suggestions will be considered by itself.

The immediate purpose of our consideration will of course

be to determine the most practicable policy for modern states

;

at the same time, the necessity of discovering some general

principles for determining those industries naturally adapted

to serve as the source of direct revenue will be held constantly

in view.

(i) Shall Government Cultivate its Own Domain ?—The
dependence of the Science of Finance upon the principles

of Political Economy will receive especial emphasis in con-

nection with questions of taxation, but economic analysis is

hardly less pertinent in connection with the above question.

As is well known, farming is an intensive and not an extensive

industry. It depends for success upon the personal care of

the farmer and attention to minute details. The principle

of division of labour is applicable to agriculture only in

a very limited degree, and, on this account, the normal ten-

dency of agriculture as a business is toward continually

smaller holdings. The product of any particular farm con-

tinually must vary from year to year in order to adjust itself

to the varying demands of the market, and it requires the

greatest attention and care in a progressive agricultural

community to adjust the output to the needs of the

community. Without indulging further in comments of

this sort, it will be readily seen that the business of farm-

ing is not capable of an organization adapted to govern-

mental control. It cannot be subjected to general rules,

nor can the workers be organized in an enduring and

efficient industrial association. It would be necessary for

government, should it undertake public farming, to make use

of overseers and drivers, as was the custom in the days of

slavery ; and for the same reason that a high state of agricul-

tural development was never reached on the basis of slava
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labour, one is justified in asserting tliat agriculture under the
direction of officers of the State would become an inadequate
if not a stagnant industry. If this be true, it follows that the

system of public agriculture would be detrimental to the
highest industrial development, and this, even from the point

of view of public income, to say nothing of the social interests

involved, must be accepted as final against the suggestion that

the government should secure a direct revenue from agricul-

tural lands.

It is possible the analysis of tne foregomg paragraph was
not necessary to support the conclusion resting upon it. It

is the general practice of modern peoples to refrain from
undertaking directly the industry of farming. They have al-

most universally assigned such lands as they possessed to

tenant farmers or sold them in fee simple to the occupiers.

Austria began selling rier lands in 1818; Spain since 181

1

has disposed of nearly two hundred millions of acres of land.

The budget of Prussia every year contains an item of income
from the sale of public lands. The land policy of France in-

troduced at the time of the French Revolution is familiar to

all students. Some of the smaller kingdoms and principali-

ties in Europe still retain their public domains, but, so far as

the writer is aware, no important State at present maintains

the policy of purchasing lands. Beaulieu in discussing this

question presents certain facts designed to measure the relative

efficiency of agriculture on the part of the State, and of the

system of rentals under long leases by means of which the

personal interest of the cultivator is brought to the task of

cultivation. Three large domains were divided between one

hundred and seven families, the average number of years

covered by the leases being forty. The following is a state-

ment of the results under the two systems of agriculture :
*

Before the After the
Division. Division.

Number of persons upon the domain 45 595
Number of horses 10 124
Number of cows 16 333
Production of wheat 521 (wisp.) 1,414 (wisp.

Consumption of wheat upon the place 28 " 439
"

Excess wheat for sale 410 " 752
"

Product of cattle, eggs, straw 7,765 (thalers) 8,226 (thalers)

Total proceeds of products sold 15.537 " 22,726 "
Revenue to the State 4,o77 " 5.175 "

* Leroy-Beaulieu, Science tie Finance, Vol. I, p. 41. It is copied by

him from the fourth edition of Rau's Finanzwissenschaft, Vol. I, p. 172.
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In the presence of such a comparison as the above, as-

suming the figures to be in any degree typical, the pohcy
of government agricuhure cannot be defended. The
appHcation of personal interest to land culture not only in-

creases the number of individuals which the land supports,

but increases the surplus of product for sale from the land,

and the revenue to the State as well.

The foregoing analysis, as also the conclusion which is

drawn from it, applies to the industry of ordinary farming.

It furnishes no argument, however, against the retention by
the State of land for the purpose of maintaining a system of

public forestry. This is true because a system of forestry

holds in view the rendering of a general social service, and
should not be judged by technical results. Care of forests

has always been an object of governmental solicitude. In

former times it was considered of the utmost importance that

a nation should have in its possession the material with which
to construct vessels, and the possession of forests was under
these circumstances an element of national strength. At
present the form of argument is somewhat changed, but it is

equally strong. Forests are now generally regarded as exer-

cising a salutary influence upon the rainfall, upon the general

health of the community, and as a means of mitigating in

some degree the evils arising from floods and droughts. It

is, therefore, a matter of general interest that a proper portion

of the surface of any country should be covered with forests.

The only question pertains to the best means of securing this

result.

Both experience and analysis show that private enterprise

is not capable of developing an adequate system of forestry.

The time intervening between planting and harvest—at

least thirty years—is too long to attract private investment.

It is true that there is an increase in the value of land thus

planted from year to year, so that in a sense the investor has
an annual income from his investment; but the difficulty is

he cannot realize upon this investment except he sell the land

with the crop. For this reason, if for no other, forest culture

must be undertaken by a corporation which not only repre-

sents the general social interest, but which enjoys a perpetual

lease of life. The State is the only corporation which meets
these requirements.
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Although forestry may be undertaken for the general ser-

vice which the government may thereby render to a com-
munity, it may become, under proper management, a source

of net income to the State through the sale of wood and tim-

ber, charcoal and ash products. The experience of European
nations with this industry shows that it may become the

source of very considerable income. In France, for example,

the gross income varies from thirty-eight to forty million

francs a year, while the cost of administration is from twenty-

live to thirty million francs. Taking the higher figures in

each case, the percentage of expenses to gross income, in this

country, is 75 per cent. The corresponding percentage in

Hanover is from 80 to 85 per cent; in Bavaria about 50 per

cent ; in Prussia and Wiirtemberg 48 per cent ; and in Saxony

37 per cent. Should one include in his estimate the value

of land assigned to forest culture, the showing might not be

such as to justifv tJie investment. In France, for example,

the net income estimated on the value of the property shows
a return upon the investment of less than 2 per cent. In

whatever way, then, the matter be regarded, the conclu-

sion remains the same. The development of a system of

forestry must be classed as one of the general governmental
services, and must be advocated on the ground of its social

importance. The reason why the financier is obliged to con-

sider this industry is that incidentally it gives rise to certain

commercial products the proceeds of the sale of which may
support the expenses of the service. The propriety of public

forestry is further shown when it is recognised that, as an
industry, it may be subjected to simple rules of a general

nature, and its administration may be carried on with more
or less regard to the principles of military organization. In

this respect it stands in marked contrast with the industry of

farming.

The principal difificulty in connection with the administra-

tion of a public system of forestry arises on account of the

fact that the products of this industry may come into com-
petition with similar products of private enterprises. Not
all the timber can be grown upon government lands. Not
all the charcoal and ash products can be furnished by the

public forestry departments. These products of forest culture

might also come into competition with artificial commodities
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that serve the same general purpose, as, for example, lumber
manufactured from straw ; iron, aluminum, and the like, used

for building purposes; other fuels may be substituted for

charcoal ; or chemicals may serve the pui-pose of ash products.

Agovernment cannot escape a competition with its subjects, and

in the presence of such competition no government would be at

liberty to administer its forestry system with a view to the high-

est possible net income. It is obliged to recognise the social

and industrial tendencies bound up in its policy of administra-

tion, and to adjust the price of its commodities accordingly.

In general it may be said that the price of the products of

public forestry should be adjusted to the market price of

goods with which they come into competition, the only ex-

ception to this generalization being defensible when the

government finds itself in competition with a private indus-

try which aims to maintain an industrial monopoly, and to

charge a monopoly price for its products.

The policy of European states respecting forestry shows a

marked degree of uniformity. At the beginning of the

present century there seems to have been a tendency on the

part of governments to alienate this kind of property, a

tendency which perhaps may have been one of the mistaken

applications of the prevalent theories respecting individual

rights. From 1791 to 1795 France disposed of nearly one-

half of her state forests and continued to reduce the forest

area until in 1870 there remained but one-fifth of the original

state holdings. Many of the German principalities also fol-

lowed the same policy, selling ofif their forest lands which had
for centuries 'been preserved as governrnent property. They
did not, however, go so far in this direction as France.

During the past forty or fifty years the old policy respect-

ing state forestry has been revived, and nearly all European
nations evince not only a desire to hold on to such forest

property as they have, but to extend its area and efficiency,

and to exercise a stricter control over the use of private forest

property wherever communal interests are thereby en-

dangered. In France since 1870 no sales have been made,
but each year shows a gradual increase in the amount of

land consigned to public forestry. Since 1872 the govern-

ment has spent nearly 200,000,000 francs in the reforesting of

dunes and devastated mountain-sides. In Prussia the policy
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of selling forest lands prevailed in the beginning of this cen-
tury, but since 183.1 the opposing policy has made itself

apparent. Between the years 1867 and 1895 over 22,000,000
marks were spent in increasing the forest area, and the budget
for 189s contains an item of 2,000,000 marks for the purpose
of purchasing additional lands for this purpose. The in-

creased efficiency of forests as a source of income is shown
by the fact that in 1830 the cost of administration was 61 per
cent of the gross receipts ; in 1870 it was 52 per cent; in 1893
it was 47 per cent. In other German states the same tendency
may be noted. Bavaria shows a 4-per-cent increase in forest

area, Wiirtemberg a 3-per-cent increase, since 1873. A small

increase also may be noted for Baden and Saxony. In Aus-
tria the selling of forests continued until about 1870, but at the

present time the State is the only great purchaser of forest

lands. In 1886 60,000 acres, in 1888 230,000 acres, and in

1891 211,000 acres were purchased for this purpose. Both
Italy and Russia, while too poor to spend much money in this

manner, have nevertheless made a start in this direction.

Russia sells timber lands to the communes but not to private

individuals, and has enacted a strict law under which the

general forestry of the country is to be administered. The
English Government has no considerable amount of forests,

but this is not due to the fact that the English are averse to

governmental management of forestry culture. In India,

where there is a decided need of forests, the government
shows great activity. Between 1882 and 1892 the reserved

forests were increased from 46,213 square miles to 59,743
square miles, while the total forest area under the control

of the government increased from 71,972 square miles to

114,966 square miles.

No country has greater need than the United States of a

comprehensive system of forestry, and no country, except it

be the South American republics, has shown greater dis-

regard of this need. The land system of the Federal Govern-

ment makes no distinction between forest lands and agricul-

tural lands. The same laws have been followed in the survey

and sale of both classes of property, and in the main the same

price has been demanded. This policy has resulted in the

sale of forest lands as timber property to individuals and cor-

porations, whose only purpose was to realize the largest
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amount of money possible from their purchase in the least

possible time—a policy which has resulted in the destruction

of most of the timber lands east of the Mississippi and north

of the Ohio. In the West and the Northwest very little care

has been taken to conserve the public forests. Lavish grants

have been made to railway corporations for the use of such

timber as they needed for the construction of their lines, and
no adequate provision has been made against the destruction

of forests by fire. The only encouragement to tree-culture

which Congress has seen fit to make has been in connection

with its general land policy. Land has been given to settlers

on condition of their planting and caring for a certain number
of trees, but this has amounted to nothing so far as the de-

velopment of a system of forestry is concerned.

Admitting the importance of a comprehensive system of

forestry, the question naturally arises whether this should be

done under the direction of the Federal Government or the

State governments. Without discussing this question, the

opinion may be ventured that the proper seat of authority for

the administration of the forestry system is the State govern-

ments. This would obviate quite a number of difficult con-

stitutional questions which might embarrass the administra-

tion of the Federal Government owning forests within the

jurisdiction of the States. From the financial point of view,

also, there is much to be said in favour of such an investment

by the State governments. The chief difficulty in connection

with this question of forestry has been that it has never been

regarded from a comprehensive point of view, and this can

never be done until it is made a part of the fiscal system of the

Federal Government or of the State governments. Each
year that passes renders the solution of the problem more
difficult. The Federal Government should at once undertake

to conserve the forests which remain in its possession, and the

State governments should enter upon a policy of acquiring

land for the purpose of extensive tree-culture.*

Closely connected with the question of forestry, and allied

to it so far as social considerations are concerned, is the

problem of irrigation. Many countries have no problem of

* At all events a tax ought not to be imposed on the import of lum-

ber from other countries, thus encouraging the destruction of such

forests as we have.
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this sort, the ordinary rainfall being adequate for agricultural

purposes. In other countries irrigation has existed for so

long a series of years that riparian rights constitute a per-

manent element in the valuation of landed property. The
question, therefore, will be discussed in view of the conditions

as they exist in the United States. It is estimated that there

are seventy-four millions of acres of land that might be re-

claimed for cultivation by means of an adequate system of

irrigation.* Already certain corporations, notably the in-

surance companies, have invested capital with a view to meet-

ing this demand. In so doing, however, they seize upon the

most generous sources of supply. The canals thus con-

structed do not form a part of a general comprehensive system

of irrigation, nor are they administered with a view to the

highest industrial development. Already many difficulties

have arisen between users of water and the corporations

which own the water-supply. Laws have been passed regu-

lating the price of water, and the courts have sustained these

laws on the ground that irrigation companies are common
carriers. A set of cases, for the most part unknown to the

American courts, have arisen in connection with the private

ownership of water-supply, and one who is familiar with the

development of the law of riparian rights must recognise the

difficulty of the problem which concerns this country in case

the western territory is developed through private ownership

of irrigating canals. In view, therefore, of the fact that a

very considerable portion of the territory which needs irriga-

tion will be left destitute of a water-supply if the business of

. rendering this supply is intrusted to corporations, and in view

of the further fact that wherever private supply through cor-

porations has been tried very serious difficulties have arisen

as to the rights of consumers to the use of the water, it must

be admitted that a strong argument is presented in favour of

public ownership of ditches and canals. If such ownership

be decided upon, it follows, in view of the conditions under

which the industry is carried on, that the irrigation system

will be made a part of the fiscal system of the State.

(2) Shall Government Lease its Domain for Cultivation ?

—^Any discussion which involves the relative merits of sys-

* This is the latest estimate of Mr. Newell, hydi-ographer of tho

United States Geological Survey.
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terns of land tenure must proceed along broader lines than lie

strictly within the consideration of the financier. Among the

marks of a good revenue system is its adaptation to the per-

manent trend of opinion upon social and industrial questions.

If the public be convinced that a system of tenant-farming,

in any of its various forms, is better than farmer proprietor-

ship, it is quite easy for the public treasury to adjust itself to

such a conviction, and to demand its income in the form of

a land rental rather than in the form of a land tax. But the

trend of public opinion for centuries has been in the opposite

direction. The commutation of the rentals of feudal times

into modern taxes is generally conceded to have been an

important step in the advance of Western civilization, it being

intimately connected with the rise of private property in land

and the development of a higher technic in agriculture.

This being the case, it may at first appear unnecessary to

consider revenue from land rentals as among the possible

forms of public income, or to concede to this idea the courtesy

of a discussion. Against such a conclusion, however, several

considerations present themselves. In the first place, there

are quite a number of governments which still hold to a sys-

tem of public tenantry. In the second place, among the

socialistic and semi-socialistic theories that to-day agitate the

public mind, will be found the claim that land cannot justly

be alienated by the State. It is, in the third place, conceivable

that the structural changes wrought by four centuries of pri-

vate ownership in land have brought with them the necessity

for more direct and positive governmental influence in

matters pertaining to agriculture than can be accomplished,

through the medium of taxation. And lastly, much is to be

learned of the relation of land to the public treasury by a dis-

cussion of the state lease system. For these reasons the

policy of land rentals will be given a cursory examina-

tion.

At first glance, it seems that no two things could differ

more widely than a society in which land is owned by the

State and leased by the occupier, and a society in which the

occupier is, or may become, the proprietor of the soil which

he works; but a shght consideration shows that this dif-

ference is not so much in the nature of the tv^o forms of

holding as in the terms of the tenant's contract. Every one



SURFACE LANDS. 249

knows that the price of land is its rental value capitalized at

an assumed rate of interest, due allowance being made for

social and speculative interests. It is a strong statement of

the case, although within limits a correct one, that the occu-
pier who owns the land is its tenant in perpetuity, while the

occupier who rents the land is its owner until the expiration

of the lease.

Working into the question from this point of view, it

appears that progress in the art of agriculture under a

system of tenantry, so far as that depends upon the care and
thrift of the occupier, will approximate the results that are

observed to follow when the farmer is also proprietor, in pro-

portion to the length of the lease and the liberality of the

contract. It is, therefore, conceivable (the probabilities of

the case are not here brought into question) that as good
technical results may be shown under a system of tenantry

with long lease as under a system of free holding. It further

appears from this comparison that the rent paid by a tenant

to the State approximates a tax in proportion to the length

of the lease. Under a system of annual lease the payment
for land will be determined by competition and will equal the

full economic rent. That is to say, the government will take

the total of the " excess profit " arising from the industry of

farming, leaving to the farmer his wages as a labourer, and
the interest on improvements, provided they represent an
investment of his capital. The government might, it is true,

leave a portion of this pure rent in the hands of the tenant

and in this manner create a system of rent-sharing between

itself and the tenant. According to modern fiscal theories

by which the revenue of the State is determined according to

public necessities, this must be the case, since the payment
by the farmer of the full economic rent to the State would

result in his paying a relatively higher amount than would

be paid by those engaged in commerce or manufacture. The
form which this concession to equality would probably assume

would be the substitution of a time lease for an annual rental.

It thus becomes apparent that, in case fiscal rather than com-

mercial principles determine the amount of payment, no essen-

tial difference exists between a land tax and a land rent ; and

the substitution of a system of tenantry for a system of free-

holders, provided the tenant's lease is recognised as nego-
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tiable property, would involve no very radical change as com-
pared with the present system of farmer proprietorship.

What, then, it may be asked, are the considerations urged

by those who favour a rental of public lands. These con-

siderations are not very coherent, nor do all of them pertain

directly to the Science of Finance; but it may be well to

pass them in rapid review.

In the first place, quite a number of detached suggestions

present themselves which rest upon the assumption that better

general and technical results would follow should the industry

of agriculture be placed under the direction of government
than if left to develop at the hands of a large number of in-

dependent owners. It is urged, for example, that under a

tenant system the contract for occupancy might be so drawn
as to check undue morselization of land. A further illustra-

tion is found in the suggestion that the State as a landholder

would be in a position to introduce scientific methods of

farming, and to so direct the cropping of land that the supply

of agricultural products would meet a statistically determined

demand.
These are both interesting suggestions and typical of

others of the same sort that might be made. They bring into

contrast the relative merits of two theories of social progress,

the one of which calls upon the State to exercise direction

in industrial affairs, while the other finds in the survival of

the most successful among many experiments the surest path

to technical progress. One who entertains the latter view

cannot doubt respecting the superiority of the system of agri-

culture as it exists in the main in the United States. Under
no other condition except that of ownership of the soil by him
who works it can the spirit of venture and invention be

brought to bear upon the industry of agriculture. As has

been already suggested, this business embraces too many
details to flourish under the influence of administrative advice.

There is, for example, no determinable size for a profitable

farm. This varies with the crops to be cultivated and the

means of cultivation. It would be much wiser to remove the

social or political influences which lead to excessive subdivi-

sions of land, than to enter upon an official analysis of details

for determining the normal size of a holding.

So far as the second of the above suggestions is concerned,
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one may inquire if it is necessary for the State to assert its

ownership in the land in order to bring to bear upon agriculture

the results of scientific investigation. Education, technical as

well as general, is among the recognised governmental func-

tions, and it is probable that an agricultural system which rests

upon the intelligence of a large number of freeholders will

realize the suggestions of scientists for the improvement in

agricultural methods as rapidly as may be warranted under the

circumstances. The experience of this country in the develop-

ment of the agricultural industry, while by no means above
criticism, nevertheless furnishes ample proof of the advantages

of private ownership of land. Nor is it necessary, in order to

bring the influence of the State, and through the State the

influence of social interests, to bear upon agriculture, that

freeholders should be supplanted by leaseholders. This ques-

tion is a part of the comprehensive question of social organi-

zation, and the answer which is here given to it implies confi-

dence in the principle of voluntary association and a distrust

of the principle of coercive association.

A second consideration urged in favour of a system of

public tenantry is found in the suggestion of those who as-

sume that ultimately land must come under some form of

communal ownership, while and at the same time they recog-

nize the importance of private ownership in the present stage

of industrial development. In order to harmonize these two
interests it is proposed that all states which have the disposal

of large tracts of uncultivated lands should grant them in lease

for ninety-nine years, but not in fee simple. This suggestion,

it will be observed, is neither general in its character nor does

it involve any fundamental principle. It is of slight impor-

tance to European peoples and is presented as a suggestion

worthy the consideration of those countries only where wild

lands are being brought under cultivation. The object of this

proposal is to avert strife when the time shall have arrived

for making lands communal property. For the time being,

it will be observed, all the advantages of private ownership

are to be realized. The plan does not contemplate the exer-

cise of any direction by the State over agriculture on account

of the fact that the title granted the occupier is a lease and

not a deed. A discussion of this suggestion rests of course

upon its fundamental assumption, that all land must ulti-



852 REVENUE FROM PUBLIC DOM/IIN.

mately become public property; and, until there is a general

sentiment in the community favouring this way of thinking,

it is unnecessary for the practical financier to consider the

suggestion.

The third suggestion in favour of leasing rather than sell-

ing the public domain presents itself as part of a general

financial system. All governments must prepare for financial

exigencies, and it is claimed that a retention of a considerable

portion of the public domain would secure the means of

making headway against an unusual demand for money in

time of exigency. This might be done in either of two ways:

the lands might be sold, or they might be used as security

in the borrowing of money. The question thus raised as to

the best means of providing against a fiscal exigency is

one which will receive consideration in the discussion of

Public Credit. If it be necessary, in order to provide against

fiscal emergencies, that the State should retain proprietor-

ship over a considerable portion of agricultural lands, the

argument in favour of the tenant system of agriculture is a

strong one ; but a moment's consideration will make it clear

that the proposal is wholly inadequate to the end in view. In

the first place, it is altogether unlikely that the land could

be sold under conditions of fiscal emergency such as are

assumed. Suppose, for example, that there arises an unusual

demand for public revenue on account of war. Is it not cer-

tain that the disturbance of industrial conditions incident to

war will preclude the possibility of sale except to those who
might invest for the purpose of speculation ? This means
that the lands will be disposed of at low prices, and that the

purchasers will be, in all probability, the most undesirable

of all purchasers. In this connection, too, it should be re-

membered that, in order to make of this suggestion a per-

manent policy, the government would be obliged to repurchase

lands when the exigency shall have passed. This policy, there-

fore, forces a sale when prices must necessarily be low and
forces purchase when prices will probably be high. '

It may, however, be urged that money to meet a fiscal

exigency may be raised by a mortgage upon the land. This,

it is true, avoids the criticism involved in the proposal

o'f sale, but it overlooks the fact that a public bond
issued by a sovereign State is worth no more in the
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form of a mortgage than as a mere promise to pay. No
tribunal can force the foreclosure of such a bond in case
of default. This being the case, the price of a government
bond will be higher if it rests on the general property of

all industries than if based upon a particular property incident

to a particular industry. A government which enjoys public

credit so as to enable it to borrow money at all will find itself

at a disadvantage if it encumber its loan policy with land

mortgages. It therefore follows, whether one considers the

sale of agricultural lands held under lease, or their mortgage
as security for money borrowed, that the argument in favour

of the retention by government of cultivated lands is incon-

clusive. The retention of land as a fund of value to be used

in case of fiscal emergency does in a very incompetent manner
what may be more easily and cheaply accomplished by the

direct use of public credit.

One word further may be added respecting the general

policy of leasing public lands. It is an exceedingly dangerous

policy. A government which is sufficiently strong to ad-

minister wisely the details arising in connection with a system

of land tenure will be tempted to exercise that power in a

tyrannous manner. On the other hand, a popular or demo-
cratic government, which is the only one that could with

safety to the liberty of its citizens be intrusted with the exer-

cise of a landlord's rights, is not strong enough to administer

those rights efficiently and in harmony with a systematic

plan. There is something incongruous in the idea of

establishing the relation of landlord and tenant between a

government and its citizens where the citizens are the govern-

ment. A complete analysis of the question w6uld disclose

the fact that private property in land is one of the essential

conditions for the satisfactory working of popular govern-

ment. This is final against the lease system, except the leases

be drawn for so long a period, and in such liberal terms, as

practically to amount to ownership in fee simple.

Reference should be made in this connection to what is

popularly known as the " single tax " theory, which from one

point of view may be classed as a proposition to replace the

system of free holdings by the tenant system. This plan

proposes to substitute for all forms of public income an annual

payment equal to the full rental value of the land. The title
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in the land will not on this account be disturbed, although all

income arising from the land in excess of labourers' wages
and interest on improvements, that is to say, the proprietor's

income, will be transferred to the State. Under such condi-

tions no motive to owr land exists, except such as arises in

connection with occupancy, and the justification for classing

this project as a proposition to create a tenant system with

the State as a landlord is found in the fact that the amount
which the land pays to the government would be determined

by the competition for occupancy and not according to an

estimate of public needs.

If the " single tax " theory be a project for creating State

tenants in disguise, it should be judged on the basis of the

broad question of public versus private ownership of land.

Its acceptance would be the reversal of eight centuries of the

history of the English-speaking people. This is as far as it

is necessary to consider the " single tax " theory in this con-

nection.*

(3) Shall Government Dispose of its Domain by Sale ?—
It is not necessary to discuss this question at length. The
considerations urged against direct farming by the State and
against a system of tenantry are considerations in favour of

a system of ownership by the occupiers of land. The con-

clusion that the State should dispose of its domain to

citizens, with the exceptions cited above of forestry, irriga-

tion, and other like public services, carries with it the idea

that landed property should be made a source of derivative

rather than of direct revenue; that is to say, it should be

recognised in formulating a scheme of taxation. The further

discussion, therefore, of the position occupied by agricultural

lands in the general fiscal system will be postponed until we
come to consider the general principles of taxation. Our
conclusion at this point is that the revenue from real property

should be in the form of a tax and not in the form of a price

or a rent.

* The chief argument urged by the single-taxer has nothing to do
with finance. It is supposed to be the means of annihilating poverty.

Its advocates form themselves into "anti-poverty societies." It

assumes that the unearned increment pertains exclusively to landed

property, and that the single tax on land would create " free land."

This part of the argument is considered in connection with the discus-

sion of land taxes. § 66, (2).
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42. Land Policy of the United States.—It may be in-

teresting in this connection to sketch briefly the land policy

of the United States. At the close of the Revolutionary War
a serious embarrassment to the estabHshment of a central

government was found in the conflicting claims of the newly
created States to the lands ceded by the Treaty of Ghent.
The original grants to the colonies were made at a time when
little was known of the extent of the North American con-
tinent, and it is not strange, in view of the loose language of

those grants, that the same tracts should have been claimed

by two or more States.* Moreover, some of the colonies

held title to large tracts of land, while the holdings of others

were small and explicitly defined. Maryland, for example,

had no claim upon lands west of the Alleghenies. After con-

siderable discussion it became evident that no just settlement

of boundaries was possible, and, inasmuch as all had con-

tributed in blood and treasure to securing the cession from
Great Britain, the opinion finally prevailed that, in order to

perpetuate the Union, it was essential that each colony should

grant to the central government such rights as it might hold

in Western lands. Omitting mention of minor exceptions, this

was ultimately accompHshed, and in this manner the Federal

Government came into possession of an immense domain.

To the lands thus ceded by England were added the

Louisiana Purchase in 1803, the Spanish cession in 1819, the

annexation of Texas in i845,f the first Mexican Purchase in

1848, the Gadsden Purchase in 1853, and the Russian cession

in 1867.I This gave to the United States an area of 2,970,000 §

square miles of territory. The title of the Federal Govern-

ment has never been questioned, and the title of the individual

or the corporation holding from the Federal Government is

superior to attack.

(i) The Original Idea Respecting Land.—The first idea held

by American statesmen respecting the public lands was that

they should be made the basis of public financiering. Being

* Cf. Maryland's Influence upon Land Cessions to the United States, by

Dr. H. B. Adams. Johns Hopkins University Studies in Historical and

Political Science, 3d Series, No. I.

\ Texas did not cede her lands to the Federal Government.

% For map showing cessions cf. Johnston's History of the United

States, p. 166.

g Exclusive of Alaska, which has 531,000 square miles.
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a joint inheritance to all the people, it seemed proper that

they should be used as a fund of wealth for the advantage of

the people. It was expected that taxes would be less by vir-

tue of this property. Ample evidence supporting this state-

ment may be found in the expressions of the time, and in the

writings, the speeches, and the proposals of early statesmen.

In 1790 Alexander Hamilton wrote as follows to the House
of Representatives in response to the request for a plan for

the disposal of the public lands :
" That in the formation of the

plans for the disposal of the vacant land of the United States

there appear to be two leading objects of consideration : one,

the facility of advantageous sales according to the proper

course of purchases; the other, the accommodation of indi-

viduals now inhabiting the western country, or who may here-

after migrate thither. The former, as an operation of finance,

claims primary attention ; the latter is important as it relates

to the satisfaction of the inhabitants of the western country." *

That public lands were used in the satisfaction of public ob-

ligations is shown by the fact that settlements with the army
were in part effected by means of land-script, and in 1795 it

was provided by law that the net proceeds of the sales of land

should constitute a portion of the sinking fund for the re-

demption of the public debt. The financial character of the

western lands policy is further suggested by the terms of sale,

which were such as to induce the purchase of large tracts of

land by land companies rather than the purchase of small

tracts by actual settlers. The original price was two
dollars an acre, which might be paid by instalments. The
result of this policy was to encourage land speculation ; it did

not, however, succeed in securing any considerable funds for

the public treasury, and the practice of granting credits

brought with it confusion in public accounts and serious loss

to the public treasury. The idea that the public lands could

in a direct manner be made the basis of a financial policy,

because a source of considerable revenue, was gradually aban-
doned, and by 1820 it was succeeded by what may be termed
the second and permanent policy respecting public lands.

(2) Use of Land for Development of the Nation.—^The idea

which has controlled the administration of the Land De-

* Letter of July 20, 1790.
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partment of the United States since 1820 seems to have been

that the public domains should be placed in the hands of the

occupier in allotments appropriate for cultivation. In this

manner it was thought to encourage the agricultural industry

and to lead to the development of national improvements.

Sale for credit was abandoned, and the price was reduced to

one dollar and a quarter an acre. The policy of preemption,

also, had by 1830 taken definite shape. Preemption may be
defined as a " premium in favour of a consideration for mak-
ing permanent settlements and a home." The idea that the

land belonged to the people and should be reserved for the

occupier became stronger as the years went by. In 1852 it

was recognised as one of the political questions of the day,

and the Free-soil Democracy placed the following plank in

its platform :
" That the public lands of the United States

belong to the people and should not be sold to individuals

nor granted to corporations, but should be held as a sacred

trust for the benefit of the people, and should be granted in

limited quantities free of cost to the landless settlers."

Congress never went so far as to attempt the extreme

realization of this general policy. But when one considers

the many ways by which land could be secured—by the

Homestead Act, the Tree-claim Act, and other Acts of the

same sort—it must be recognised that for a series of years

land was practically free to the settler. The idea of land as,

a basis of fiscal operations thus gave place to the idea that

land was the basis of industrial development. The amount
of money which the government has secured from the «ale

of its public lands has been very small as compared with its

total expenditur<;s. Thus the aggregate income of the

Federal Government during the first century of its life was

$11,684,208,247, while the aggregate income from the sale

of public lands during the same period was $276,476,106, or

less than two and one-half per cent of the total.

(3) Use of Land for Educational and Railway Grants.—

•

While it is true that the land policy of the United States since

1820 has been shaped almost entirely by the interests of the

settlers, it is also true that this great property has' been used

as a fund for the encouragement of education and the develop-

ment of commerce. By the ordinance of 1775 it was pro-

vided that section number sixteen of each township should
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be reserved for the support of schools, that is to say, 640 acres

out of every township, or an amount of land equal to one
thirty-sixth of the entire area. This provision was reenacted

in 1787 and has continued in force from that time to the

present. Since 1848 section number thirty-six was also

granted for public-school purposes, making 1280 acpes out

of each township, or one-eighteenth of the aggregate area

devoted to this purpose.

In 1787 provision was made also for university education

by granting to each State an amount of land not less than two
townships. It is upon this grant that the State universities

of the Western States rest; and although in many cases the

land has been dissipated by unwise administration, it never-

theless remains true that this provision is responsible for the

estabHshment and, in large measure, for the perpetuation and
success of university public education. In 1866 what is

known as the Morrill Bill was passed for the establishment of

agricultural and industrial education. By this Act an amount
of land was granted to each State equal to 30,000 acres for

each senator and representative. It is upon the basis of this

law that the agricultural colleges rest. The amount of land

granted for common-school purposes has been 67,893,919
acres. The amount of land granted by the Federal Govern-
ment for the support of State universities has been 1,165,520

acres, for agricultural colleges 9,600,000 acres. This is one
way in which the Federal Government has performed its trust

of administrating the fund of wealth ceded to it by the original

States.*

Public lands have also been freely used for the encourage-
ment of inland transportation. During the period in which
the State governments were endeavouring to provide canals

and railways, many bills were introduced into Congress for

the transfer of the proceeds of the public lands to the several

States ; but with the failure of this experiment, and the con-

sequent rise of private corporations, this thought seems to

have been dropped from view. The assistance rendered by
the Federal Government in the development of means of trans-

portation has been through the granting of public lands to

* These figures do not include grants since 1880. The statement is

arrested with that year in order to enable a comparison between

educational grants and grants made to corporations.
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private corporations.* The amount of land appropriated for

canals has been 4,424,073 acres ; the amount appropriated for

wagon-roads has been 1,301,040 acres; and the amount
granted for railroads has been 215,000,000 acres. This does

not mean that these amounts have been actually transferred

with a clear title to individuals and corporations, since in

most cases grants were made upon condition that the im-

provement in question should be completed within a certain

specified time. The policy of making grants for railways was
discontinued in 1880, since which time the idea that public

domains should be reserved for settlement may be accepted

as the established land policy of the United States.

The manner in which grants were made to canals and rail-

ways shows that the government did not lose sight entirely

of its own fiscal interest in the public domain. Almost
universally the practice has been followed of granting alter-

nate sections for a given distance on either side of the public

highway. The first important gfrant for railroads was by the

Act of September 20, 1850, which gave to the State of Illinois

alternate sections of land for six sections in width on either

side of the road or its branches.f The third section of this

Act provided that the lands of the United States within the

grant limits should not be sold for less than $2.50 an acre,

the object of this provision being that the government might
recoup itself for the lands granted by the increased value of

the lands which it retained.J

In concluding this brief sketch of the land policy of the

United States it may be remarked that the original policy was
one which could not, from the nature of the case, succeed.

* No distinction is here made between grants which went to States

in trust for private corporations and grants which were made directly to

such corporations.

t The most important railroad constructed under this Act was the

Illinois Central, which was incorporated by an Act of the Legislature of

Illinois, February 10, 1851. The fifteenth section of this Act gave land

ceded to the State for railroad purposes to this company, the governor

of the State being authorized to make a deed or fee therefor to the

corporation.

X A complete statement of the land grants for railroads may be

found in chapter 20 of History of Public Lands in the United States,

published as Executive Document 47, Part IV, Forty-sixth Congress,

3d Session.
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Land does not become a source of revenue until it is brought

under cultivation. It has no value and can give rise to no

proceeds until it is demanded for occupation. A speculator's

money makes poor public income. Even from the point of

view of fiscal advantage to the State the policy of sale at low

prices to actual settlers is capable of defence. This is the

policy which has resulted in the creation of that immense
property now the basis of taxation. Out of the aggregate

value of tangible property in the United States in 1890, which

according to the United States Census estimate amounted to

$65,037,091,197, real estate with the improvements thereon

amounted to $39,544,544,333, and the valuation of railroads

and equipment, including $389,357,289 for street railways, is

given as $8,685,407,323.* This value is the result of a cen-

tury of industrial progress. Without the land to serve as a

basis of industry it would have been impossible ; without the

land policy it would have been delayed. There is no way of

making land a source of public income so quickly as by its

sale for actual settlement. The fact that the Federal Govern-

ment which owns the lands does not use them as the basis for

its fiscal system, but grants this source of revenue to the States

and minor civil divisions, is no consideration against the po-

licy adopted. To urge this would be to take a contracted

view of the situation. The government of these United States

includes the State and local governments as well as the

Federal Government, and the successful adjustment of the

finances of the State and local civil divisions is of as great

importance to the Federal Government as to the local govern-

ments themselves. The land came originally from the States

;

it has been returned to the States by the policy which the

Federal Government has adopted. It is quite possible that

the grants for public improvements were at one time made in

too reckless a manner, but when one appreciates that the

problem that presented itself to Congress during the first

century of the nation's life was the settlement and cultivation

of a vast area of wild lands, the use which has been made of

the public domain cannot be severely criticised. It at least

has the merit of having brought about the desired result.

* Eleventh Census of the United States, volume on Valuation and
Taxation, being Part II of Wealth, Debt, and Taxation.



CHAPTER II.

REVENUE FROM PUBLIC INDUSTRIES.

Choice of Industries for Public Administration.
SrxciAL Consideration of Public Industries

(i) Industries Undertaken Primarily for Revenue,

(2) Industries in which Revenue is Incidental.

(3) Industries Undertaken Primarily for Service.

Theory of Charges for Public Industries.

(i) Rule for Revenue-bearing Industries.

(a) Rule for Industries bearing an Incidental Revenue.
a. The Post-office.

i. Territorial Railways.

c. Municipal Railways.

(3) Rule for Industries Undertaken for Service.

In considering public industries in their relation to public

finances we shall confine ourselves to those practical ques-

tions that arise when the subject presents itself to the finan-

cier. The first, and perhaps the most important, of these

questions pertains to the choice of an industry when a govern-

ment assumes the role of an industrial capitalist or of a busi-

ness undertaker.

43. Choice of Industries for Public Administration. —
Assuming revenue to be the object held in view, the indus-

try naturally selected for public administration should be

simple in its organization, and the commodity or service re-

sulting from it should be such as is commonly regarded as a

fit subject of taxation. It is somewhat difficult to discover

industries that meet equally well these requirements. The
mining of salt as it is carried on in Saxony is perhaps as

good an illustration of a public industry of this class as can

be obtained, although these salt-mines are in fact a part of the

public domain, and the propriety of imposing any considerable

261
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payment upon the consumers of salt is perhaps open to ques-

tion. Tobacco, spirits, and malt liquors are universally re-

garded as fit subjects for heavy payments. Their growth

and manufacture, however, are not sufficiently simple to meet
perfectly the requirements of a public business. It may be

claimed, also, that these commodities, regarded as articles of

consumption, address themselves to the tastes of those who
purchase them, and should on this account admit of variety

and of high specialization of peculiar qualities. This can

only come as the result of experiment and venture, and on
this account, unless it be assumed that the consumption of

these commodities is in every way to be discouraged, the

manufacture of tobacco, spirits, and malt liquors may be

more properly left to private undertaking. Or, if this be too

strong a conclusion, it at least is true that the superiority of

public manufacture of these commodities from the point of

view of revenue must be so marked as to set aside objections

from the point of view of manufacture.

The financier is not at liberty, however, to determine the

question of public industry solely as a question of public

revenue. There are many industries which if left to pri-

vate enterprise would 'become the occasion of serious social

and commercial evils, and it is manifestly proper that the

thought of exercising a beneficial control over industries of

an evil trend should be held in mind by the government when-
ever it considers the general question of public undertaking.

Mention of a few industries of this class will show clearly the

point in mind.

The business of coining money used in trade and com-
merce, while not universally a public industry, is at present

generally recognised as properly assigned to the State. There
is no other agency capable of securing to the commercial
world a uniform standard of value. Moreover, a sound
monetary system requires efficient regulations for the pre-

vention of counterfeiting, a task which pertains naturally to

the police. Originally a seigniorage, or toll, was charged for

coinage, but at present it is the common practice of com-
mercial states to render this service without special compen-
sation. The service is acknowledged to be a governmental

rather than a special service, and is mentioned in this connec-

tion as suggesting an industry assumed by the State because of
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the evils which would inevitably result from its consignment
to private control. For analogous reasons the issue of paper

money is also universally recognised as a prerogative of the

State, although in this case it is a very common practice

for governments to avail themselves of the agency of private

corporations. Where money is directly issued by government,

as, for example, in the case of the three hundred and forty-six

millions of treasury notes now outstanding in the United
States, the government receives the profit which accrues to

the business of issuing notes. On the other hand, where
banking institutions are made the agency for the issues of

paper money the revenue derived by the State must come in

the form of a tax on the basis of note circulation. In either

case, however, the function of issuing notes to be used as

money is acknowledged as a governmental function because

of the evils that would follow its assignment to private control.

Of more significance to the question under discussion are

those industries which tend naturally toward monopoly. The
financier must of course rely upon the analysis of the econo-

mist for determining what particular lines of business are

included in this category, and the reply of economic analysis

to this question is that industries which are extensive in

character—that is to say, which are subject to the " law of

increasing returns "—^tend inevitably to monopolistic condi-

tions. While this fact is not final in favour of public owner-

ship and government administration, it does indicate the di-

rection in which government should move in case it is

regarded as wise policy to increase its direct revenue. The
standard illustration of a business subject to the law of in-

creasing returns is the business of transportation. The rail-

way industry, for example, depends for success upon density

of traffic rather than upon attention to details. Its expenses

of operation do not increase proportionally with volume of

traffic. For these reasons, as would be shown by a careful

analysis of the situation, the railway industry takes upon itself

the character of a monopoly, and would, on this account, be-

come the source of serious social, industrial, and political evils

if left to its normal development. Assuming that these evils

v/ould be set aside through government ownership and ad-

ministration, and, further, that other evils of a different sort

would not be introduced by the change, an argument can be
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easily framed, quite independently of financial considerations,

in favour of a system of State railways. A similar line of

argument, also, may be presented in connection with the

business of transmitting news by telegraph, with tEe

express businesis and others of like nature. Analogous
arguments, also, though somewhat different in their state-

ment on account of the different social and political con-

ditions of the services in question, might be made with re-

gard to municipal railways, lighting companies, and water

companies. These are all, for one cause or another, of a

monopolistic character. The public enjoys no guarantee of

fair treatment on account of any competition that can affect

them. This of itself is adequate justification for some sort of

supervision by the State, and may be urged as a reason

for the assumption of these businesses by the appropriate

grade of government.

Mention of industries that may be selected by the State as

a source of revenue, largely on account of the evils which spring

from their private management, would not be complete without

reference to the manufacture and sale of spirituous and malt

liquors. Assuming it to be capable of proof that the liquor

problem could be solved along the line of the " Gothenburg
System," * few would deny the appropriateness of extending

the functions of municipal government to at least the sale of

intoxicants. Whether or not this would increase the revenue

to the government above what is now derived from this busi-

ness in the form of special taxes and licenses may, however,

be doubted. Indeed, it is the object of this plan for solving

the problem to decrease the industry rather than to increase

the revenue, and the financial interests are of such relatively

slight account in the discussion of the problem that the ques-

tion will not claim our further attention in this treatise.

Another reason besides the one given above why indus-

tries subject to the law of increasing returns are well adapted

to governmental administration is found in the fact that such

industries are capable of a high degree of organization, and
of control through general rules and comprehensive prin-

ciples. Their administration is analogous to the adminis-

tration of a military establishment, in which authority is

centralized and orders are executed without question by sub-

* Cf. treatise by Dr. E. R. L. Gould.
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ordinate officials. Such an industry is free from confusing
details, so far as the rank and file of officers and employes are

concerned. Moreover, the questions that present themselves

to the administration are not peculiar to the conditions under
which they arise, and on this account the answers to such
questions will not be restricted in their application. On the

contrary, it is Hkely that the decisions of such questions will

be of such a sort that they can be promulgated in the form of

general rules, and that the principles underlying them may be

used as precedents for subsequent decisions. To put this in

another way, the administration of industries which, for the

reasons given, tend towards monopoly will naturally crystal-

lize itself into a body of rules, and on this account the extent

of the organization or the magnitude of the operations will

be no barrier to success. If, now, to these considerations

there be added the fact that development in technic rests

upon scientific attainment it is evident that we have discovered

a class of business undertakings that adapts itself readily to

the limitations of the political organization.

It is further desirable that the business selected for govern-

ment ownership and administration should hold some peculiar

and direct relation to the life and development of society. It

should pertain to the social utilities or to the collective in-

terests of the people rather than to the appetites and ambitions

of the individual. It is admitted that these phrases are some-

what loose and indefinite, but the point is that the business

to which the State can with dignity and propriety address

itself must be able to trace its results to the civilizing process

at the time going on. It must pertain to the conditions

under which people live rather than to the process of making

a living. One or two illustrations will make this point clear.

The post-office, by which provision is made for the trans-

mission of news and for private communication, is one of the

essential conditions of a highly organized society, a fact that

receives ample proof by glancing at the following table, which

shows the use made of postal facilities by the peoples of a

few selected nations. The data are presented upon the au-

thority of von Neumann-Spallart in U^berschriften der

Weltwirtschaft for 1880, and although the figures pertain to

a date some time past the comparison which they present is

still pertinent.
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TABLE SHOWING USE MADE OF POSTAL FACILITIES BY THE
PEOPLES NAMED.

Country,

Great Britain ,

France
Germany
Italy

Spain
Russia
The United States

.

Canada
Chile
Brazil
Peru
Australia

Letteis per
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involved pertains to all citizens without regard to location

or to class. This must be the case, since, according to the

governmental conception of constitutional peoples, no portion

of the machinery of the State should be set in motion except

the advantages to accrue therefrom are general in character.

In applying this thought to the conditions of modern states

there emerges a distinction of great importance.
,
Assuming

that the interest involved in a business enterprise undertaken
by the government should be as extensive as the jurisdiction

of the government itself, it follows that many industrial func-

tions may be assumed by a government of restricted jurisdic-

tion, or by a State of even and uniform industrial development,

which are forbidden to governments of more widely extended
jurisdiction or to states of a more uneven development. The
Hne of argument thus presented might justify, for example, the

advocacy of the ownership and administration of street rail-

ways by a municipality, while at the same time one refuses

to advocate the ownership and administration of a general

railway system by the central government. The interest of

the municipality for rapid, safe, and cheap transit is a compact
interest, a fact whch does not pertain to a national govern-

ment like that of the United States, with its broad territory

and diverse industrial conditions. The rules for adjusting

rates in local transit are in no sense complex, since they do
not involve in any great degree the relative claims of com-
peting industries. The distinction thus brought to notice is

capable of wide application, and is relied upon for the support

of many conclusions in municipal finance which may not be

tenable in the case of the financial system of the States on
the one hand, or of the central government on the other.

A further application of the principle of public financiering

requires that the government should avoid those industries

which invite favouritism on the part of officials, or in which

the charge of favouritism from customers will naturally arise.

In England and the United States, for example, there is a

division of banking functions; and while the business of

issuing notes to be used as money is brought under the strict

supervision of the State, the loan and discount business con-

tinues to be a purely private affair. This must be recognised

as a sound rule where government rests on popular suffrage,

because the business of lending money or of discounting com-
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mercial paper calls for the exercise of careful discrimination.

Many other applications of the principle might be referred to,

but the above is adequate to show clearly what is meant by
the use of the phrase in this connection.

The conclusion of the analysis, then, is that industries

adapted to public control from which the financier must
select in case he deems it wise to extend the direct revenue

of the State must meet the three following requirements:

first, they must be simple in themselves and capable of adminis-

tration by comprehensive rules ; second, they must be indus-

tries in which social evils arise as a result of unregulated private

administration ; and third, they must involve some comprehen-
sive social interest. There is no single business which pre-

sents all of these marks of a public industry except that which
has to do with the machinery of commercial exchanges.

There is a sense in which all transportation industries, using

that phrase in its comprehensive sense so as to include the

machinery for transferring values as well as the means for

transmitting news or transporting freight and persons, are

from their nature public industries.

44. Special Consideration of Public Industries.—Having
thus gone over the ground in a general way, it may be well

to speak a little more specifically respecting certain of the pos-

sible sources of direct revenue to the State, and in doing this

we shall give our attention first to those industries which are

undertaken primarily or exclusively for the purpose of secur-

ing revenue ; second, to those which are undertaken primarily

for the purpose of exercising control over them, but from
which it is deemed wise at the same time to secure revenue;
and third, to those industries which are undertaken pri-

marily for the service which the State may thereby render

to its citizens, but in the administration of which the thought
of revenue and control may or may not be present. The
classification upon the lines thus suggested will not be the

same for all peoples. The use made of it in this analysis

holds primarily in mind the social, political, and industrial

conditions of the United States.

(i) Industries Undertaken Primarily for Revenue.—The
most satisfactory illustration of an industry undertaken by
the State for a purely fiscal purpose is that of the manufac-
ture and sale of tobacco. What is known as the tobacco
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monopoly was established in France by Colbert in 1674, and
has been maintained by all the successive governments in

France, with the exception of the governments of the Revolu-
tion and of the first empire until 18 10. Many other states,

among them Austria, Switzerland, and Italy, follow in this

regard the policy of France. In Germany there is a strong

sentiment in favour of a tobacco monopoly, but it may be

doubted if it will ever be substituted for the present system of

taxation. Before arriving at any conclusion respecting the

wisdom of obtaining public revenue in this manner it will be
well to consider briefly the administration of a tobacco mo-
nopoly, and to compare it with the other methods of securing

an income from the manufacture and sale of this commodity,
which universally is conceded to be a fit object for heavy pay-

ments.

The present tobacco monopoly in France was established

and organized by an Act of December 29, 1810, and, although

extended and revised by subsequent Acts, remains in its

general features the same as when established. This mo-
nopoly extends to cultivation, manufacture, and sale. 'The

first step in working out the programme is for the proper

officers to estimate the amount of tobacco of French growth

which will be needed during the year under consideration.

The monopoly is permitted to purchase foreign tobaccoes

for the purpose of mixture or of manufacture, but is obliged

to procure not less than one-fifteenth of its supply of raw

tobacco from the home-grown product. As a matter of fact

nearly one-third of the tobacco consumed in France is of

home growth. The amount of tobacco to be grown is appor-

tioned to the several tobacco-growing provinces, and any

one who desires to cultivate this crop must give notice of his

intention to the maire of the commune before the ist of March,

and a permit will be granted for such cultivation; but the

aggregate of these permits rnust not exceed the amount ap-

portioned to the province. The growing crop is placed under

careful supervision in order to make sure that no tobacco

is taken for private use or disposed of at private sale. The

price to be paid for the crop is determined at the time the

assignment for cultivation is made, so that the grower knows

before he plants the crop the price he is to receive. For the

collection of the crop the government has established a suffi-
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cient number of warehouses, so that the grower need not

transport his product more than twenty-five kilometres.

Such, in brief, are the conditions under which tobacco is

grown.

The manufacture of tobacco is likewise a close monopoly.

The State owns nineteen manufactories, which give employ-

ment to sixteen or seventeen hundred workmen. The process

of manufacture does not of course dififer from that of a privately

administered industry. It is claimed by French writers that State

manufacture guarantees a pure article and of good quality ; but

quality is of course a matter of taste. Indeed, it is possible, the

use of tobacco being an acquired habit, that the taste of a people

can be cultivated to whatever grade of commodity the govern-

ment sees fit to furnish, a consideration which is commonly
omitted when the French tobacco monopoly is discussed by
American writers. The sale of tobacco is carried on by many
agents. It may take place in the first instance at the manu-
factories themselves, or it may be through the means of cer-

tain intermediaries. The retail dealers are named by the pre-

fect of the commune where the sales amount to ten thousand

francs or less, and by the Minister of Finance if the proceeds

exceed ten thousand francs. These permits to sell are ac-

corded by preference to persons to whom the State is in some
way indebted, as wounded soldiers or the widows and daugh-
ters of soldiers. In this manner it gives to these persons

suitable occupation and partially relieves the pension-rolls.

Since the tobacco monopoly is advocated as a means of

raising revenue, the student of finance is led to inquire what
amount of tobacco is consumed and what amount of money
is secured to the State from this consumption. Kaufmann
in his treatise upon French finances gives a table which

shows in detail the operations of this monopoly from 1811 to

1877.* During this period the excess of receipts over ex-

penditures amounted to 6,362,964,765 francs. At the present

time the net proceeds range between 320,000,000 and

400,000,000 francs a year. The general expenses of manu-
facture and sale amount to about 20 per cent of the gross

proceeds, thus giving to the State a profit of 80 per cent upon
sales.

It is with some difficulty that this method of securing

* Kaufmann, Les Finances de la France, pp. 388-393.
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revenue from the manufacture and sale of tobacco is com-
pared with the policy of other countries. In England, where
the net income from the tobacco tax amounts to between

£9,000,000 and £10,000,000 a year, the growth of tobacco and
its manufacture are strictly prohibited, and the government
secures its revenue by imposing a duty upon its importation.

It does not require any special machinery for the collection

of the tax, inasmuch as the duty on tobacco comes to be a

part of the general revenue system. The insular position of

England renders enforcement of regulations relative to manu-
facture comparatively easy, and so marked are the fiscal ad-

vantages that no serious complaint is heard respecting the

prohibition of growth or manufacture within the country.

The position of the United States with regard to this in-

dustry is dififerent from that of either England or France,

since this country is a grower of tobacco for export. The
policy adopted is to impose an excise upon the manufacture

of tobacco, and to collect that tax from the sale of revenue

stamps. No package can be offered for sale without the

attachment of such a stamp. Both the growth of the raw
material and its manufacture are recognised as private indus-

tries. In addition to the stamp duty a license tax is charged

for the privilege of exposing tobaccoes for sale. The amount
accruing to the Federal Government on account of this tax

is about $30,000,000 a year. The stamp duties together with

the Hcense fees are a part of the general scheme of internal

revenue. Besides these taxes there is imposed a customs

duty upon imported tobaccoes. The prime dbject of this duty

is to act as a compensation 'for the excise duty imposed upKSn

tobaccoes manufactured within the country. But the duty

becomes a source of considerable revenue on account of the

fact that other grades of tobacco than those of home growth

are used by the manufacturers for mixing with domestic to-

baccoes and are demanded by many consumers. In both

England and the United States, therefore, it appears that

there is nothing peculiar in the method of securing revenue

from tobacco. The tobacco tax is a part of the general tax-

ing scheme.

Should one confine his discussion to purely fiscal con-

siderations it would seem that the French method of obtain-

ing revenue from tobacco is preferable to either the English
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or the American method ; that is to say, more money is col-

lected from the industry, and a monopoly does not seem to

impinge upon the prejudices of the people. Such a plan,

however, would scarcely be possible in the United States;

for, to say nothing of the broad extent of territory and sparse

population to which the monopoly must be adjusted, this

country does not possess a peasantry of such docile character

as that of the Latin-speaking peoples ; nor does it have such

a considerable number of dependents in whose hands the sale

of tobacco could be placed with economy and confidence.

The controlling consideration, however, from the point

of view of finance would seem to be that, for the United

States at least, a tobacco monopoly would be strange to

the established and familiar fiscal practices of the people,

and on this account would require a separate organiza-

tion and the drafting of unusual rules of administration.

There are many advantages in securing revenue from tobacco

by methods followed in other branches of the revenue system.

Other commodities there are besides tobacco which have-

been made the subject of government monopoly. Thus salt

has been a favourite article for monopolization. In Rome
the salt monopoly was introduced during the early years of

the republic, although the purpose of this seems to have
been primarily to protect the consumer rather than to secure

a revenue. One of the curious features of the salt monopoly
presents itself in the practice of Prussia during the eighteenth

century. There was no adequate means of preventing the

purchase of foreign salt by the consumer, and, in order to

protect revenue, the government determined the amount of

salt which each taxpayer ought to consume, and at the close

of the year a fine was collected for such portion of the amount
as was shown by the public accounts not to have been pur'

chased.* This " salt conscription " was not abolished unth

1816. Without entering into any extended consideration of

this subject, it is sufficient to say that the general trend

of fiscal reform during the nineteenth century has been to-

ward the substitution of taxation of salt for the maintenance

of a salt monopoly, except in the case of mines owned by the

government regarded as a part of the public domain, or in

* Each person was supposed to consume five pecks of salt, with two
additional peclis for each cow.
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the event of the abandonment of salt as a proper object of
taxation.

Another form of monopoly made the basis of public,
revenue by European states is the public, lottery. This has
been practised in the past even more than at the present
time. According to Cohn, the lottery made its appearance
as a fiscal expedient in Florence in the year 1530, and
in 1539 Francis I. gave permission for the establishment of

a lottery on condition of the payment of a bonus to the
king. Perhaps the best organized of European lotteries is

that of Prussia. In the estimates of the year 1889-90 the

sum of 8,287,500 marks was set down as the probable income
from the lotteries. The revenue accruing to the State arises

from a deduction of 13.75 per cent from all prizes, together
with a deduction of 2 per cent for the lottery collectors. The
purchasers of the tickets pay also 5 per cent as a stamp duty,

together with a clerk's fee. In England the lottery was
abolished in 1826 and in France in 1836. The question is

subject to constant discussion in Prussia, but thus far the

lottery system has been successfully defended.* The ques-

tion whether or not a lottery should be established is not a

fiscal question; its decision turns upon the moral sense of

the community respecting this species of gambling.

It is a significant fact that so few purely fiscal monopolies
exist at the present time. In the sixteenth century, before

taxation was well established, it was a common practice for

sovereigns to obtain revenue from royalties upon monopolies.

Especially in England under Queen Elizabeth was this fiscal

expedient resorted to. Partly on account of the manifest

evils of exclusive privileges of all sorts, and partly as a result

of the liberal philosophy of the eighteenth century, State fiscal

monopolies, either direct or indirect, have been almost en-

tirely abandoned, the tobacco monopoly being the only one

of any considerable importance which has held its own. It

is believed that this trend of events merits approval. The pre-

sumption of modern political philosophy lies against public

industries or legal monopolies for revenue and revenue only.

(2) Industries in which Revenue is Incidental.—While it is

true that modem peoples do not look with favour upon public

* For a description of the Prussian lottery cf. Cohn, TAe Science of
Finance, §§ 2go, 291.
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industries regarded solely as a means of procuring revenue,

it is also true that the budgets of modern states, and more
especially of municipal governments, show a decided increase

in this class of revenue. As already remarked, however, the

industries from which this revenue accrues are such as de-

mand the attention of government for other than fiscal

reasons. The controlling consideration is not revenue, but

is found rather in the social evils that follow private manage-
ment, or in the social advantages that follow public manage-
ment; and the argument seems to be that, inasmuch as the

industry must be placed under some form of governmental

control, the financier may as well take advantage of the situa-

tion and secure from it a portion of the needed revenue.

The character of the industries to which this consideration

appHes has also been determined, but it may now be added
that, with few exceptions, these industries pertain to the busi-

ness of transportation. To make this statement true, how-
ever, it is necessary to use the word transportation in a broad

and comprehensive sense, so as to include the delivery of

values and the transmission of intelligence as well as the

transportation of persons, goods, commodities, or power.

The lines of business thus embraced are the following

:

1. Transfer of values: (i) Coinage; (2) Issue of notes;

(3) Banks of issue; (4) Banks of exchange.

2. Transmission of intelligence : (i) Post-ofKce
; (2) Tele-

graph ; (3) Telephone.

3. Transmission of commodities and power : (i) Irriga-

tion and power canals
; (2) Municipal water-works

; (3) Muni-
cipal lighting companies

; (4) Electric-power companies.

4. Transportation of goods and persons: (i) Commercial
railways

; (2) Water transportation companies
; (3) Municipal

railways
; (4) Express companies.

It -is not claimed that the decision respecting the public

administration of one of these industries carries with it a like

decision for all the others. Transportation by water, for

example, does not seem to be attended by the same evils

arising on account of discriminations in rates as railway trans-

portation. The telephone industry, so at least it has been

claimed, is a monopoly because of the patents upon which
it rests, and of the organization which during the continuance

of those patents it has created, not because of its character
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as an industry. If it be true, as has been argued in the courts,

that an increase in the volume of the telephone business be-

yond a certain point necessitates a corresponding increase in

expenses, this fact excludes the telephone industry from the

class of industries industrially monopolistic. We must, how-
ever, in this treatise avoid such technical discussion, and
content ourselves with pointing out the line of analysis by
which an industry which invites public control may be dis-

covered.

A further distinction also must be allowed. In the prac-

tice of modern states some of the industries named above
are carried on at an expense to the State, as, for example,

the coinage of money; for some of them the government
aims to impose such charges as will just cover operating ex-

penses, as is the case in the United States with the transmis-

sion of letters; while other industries there are from which

the government aims to secure a net income available for

general expenditures, as, for example, commercial and muni-
cipal railways. The principle according to, which this line

is drawn is not an industrial but a social principle. The
character of the service rather than the character of the busi-

ness determines whether it shall be freely rendered or charged
with its own operating expenses, or made the source of a net

revenue. The administrative rules which give expression to>

this principle may vary from time to time, as also for different

peoples, but the principle itself abides. The statesman must
recognise in it the controlling consideration in formulating

a policy for the administration of public industries.

A third generalization may be submitted in this connec-

tion. A business which, from its industrial character, or in

view of the social services which it renders, might perhaps

be intrusted to private administration, may be brought under

the administration of the State by virtue of the relation which
it holds to other industries. It is natural, for example, that

the transmission of intelligence by wire should follow the

rule adopted by the transmission of intelligence by letter. The
post-oifice and the telegraph play into each other's hands in

such a way that the two businesses ought to be merged into

one. Such at least is the opinion of the great majority of the

nations. Another illustration of the same point is furnished by

the relation which exists between commercial railways and the
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express business. Where the former are under the manage-
ment of the government the business of the latter is divided

between the freight department of the railways and the post-

office department. Where the former are owned and adminis-

tered by private corporations the express business likewise

is a private industry. Other illustrations might be given

were the point a difficult one to understand.

(3) Industries Undertaken Primarily for Service.—In this

category there falls a considerable number of public under-

takings, but the subject is so closely interwoven with the

general theory of governmental functions that it can with

difficulty be separated for purpose of financial discussion.

The most important of these services, whether regarded from

the point of view of social significance or from that of the

amount of money which it demands, is that of education. In

Michigan from 60 to 70 per cent of local taxes is for the

support of the public schools. There is here no thought

of a special service, and there is no effort made to assign

the cost to the individuals who receive the benefit. Only in

the case of students who reside outside the district taxed for

support of the schools is there any thought of a tuition charge.

This at least is the general practice in the United States so

far as common-school education is concerned. With the

higher grades of education the custom is not uniform. In

some communities a charge is made for students who enter

the high schools, or, if not for all students, for such of them
as select to follow the less frequented branches of instruction.

Latin and Greek, for example, are sometimes made the sub-

ject of a special charge, on the ground that their study is a

personal and not a general concern. The State universities,

also, in one way or another, secure payment from the students

who attend them, and thus relieve, in part, the public treasury

from the full maintenance of this grade of education. The
principle that runs through all this is easily determined:

what is conceived to be of general interest is paid for out of

taxes ; what is conceived to be of personal interest is paid for

by the individual; what is conceived to be of mixed interest

is supported by contribution from both the public and the

private purse. The discussion forces its way back to the

character of the service ; the financial organization can easily

adjust itself to whatever view prevails respecting the service.
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What we have said of education is true of a considerable

class of public undertakings, and no new principle would
emerge as compensation for our labour were we to consider

each of these in detail. The truth seems to be that industries

undertaken for service possess no financial character when
regarded from the point of view of income. If the financier

is to have any voice respecting them it must be because

these services are the occasion of expenditures to be met out

of the proceeds of general taxes. As a topic for discussion

in the theory of expenditures they are most significant, but

they possess no independent standing in a theory of income.

The revenue to which they give rise, in case any charges are

preferred, must be justified as an exception to the rule that

general services should be assigned for their support to the

proceeds of general taxes.

Certain industries undertaken for service differ in one
particular from education, which we have accepted as in the

main typical of this class. Reference is here had to those

undertakings, such as forestry, that give rise to a by-product

that may be sold ; or to those, such as irrigation, that neces-

sitate a commercial transaction in order that the service may
be performed equitably as between citizens. In those cases

there must be a price, and the question of revenue comes to

be a matter of direct fiscal importance. The fiscal interests

in such undertakings, or, better, the limitation upon the

fiscal interest imposed by other considerations, will emerge
as we consider the theory of public charges.

45. Theory of Charges for Public Industries.—In discuss-

ing this question the student must bear in mind that the

charge for a public service is neither a tax nor a competitive

price. Nor can it be regarded as a combination of a tax and
a price. It is rather a charge made in view of the purpose

for which the industry in question is undertaken, and must
be determined by all those considerations that present them-

selves under the phrase " public utility." So divergent are

the conditions under which industries are assumed by the

State that charges may vary in their character all the way
from a fee, the object of which is to facilitate some branch

of the administration, to a price that imposes all that the

service or traffic is able to bear. Indeed, the question of

price for a public service plays over the entire gamut of social
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and political considerations, ranging from the conception of

a. gratuity to that of a charge designed to destroy certain

activities regarded as socially injurious. The outlook from

this question presents a philosophy of its own, but in this

elementary treatise it will not be possible to grant it the con-

sideration which either its interest or its importance demands.

We shall content ourselves ivith presenting in outline a theory

of public charges.

The three classes of public industries recognised by our

analysis are those undertaken for revenue, those in which
revenue is incidental, and those undertaken for service. To
ieach of these classes of industries there pertains a rule for

the adjustment of prices.

(i) Rule for Revenue-bearing Industries.—So far as

industries undertaken for revenue are concerned, as, for

example, the tobacco monopoly, the rule to be followed is

that of a monopolistic adjustment of the price, and the actual

price charged will be the maximum commercial price modi-
fied by such social considerations as pertain to the case.

Greater difficulty inheres in the selection of an industry to

be made the source of revenue than to the adjustment of

charges after the industry is selected, for the adjustment
of charges is largely a matter of experiment, and must be
determined in view of the recorded results of a range of prices

over a series of years. In the application of this rule, how-
ever, many of the considerations which control the assess-

ment of taxes must be acknowledged as pertinent in the

arrangement of a schedule of prices. Tobacco, for example,
is of many grades, and each grade may be regarded as as-

signed to a definite class of incomes. Now as in the case
of income taxes the rate of payment many vary for the several
grades of income, so in the adjustment of prices some re-

gard may be had to the ratio of the price to the size of the
income from which it is likely to be paid. But in practice
this consideration cannot be pressed very far, since the higher
range of payments can be easily evaded by those for whom
they are intended through the purchase by them of goods of

inferior quality. Theoretically, however, it is necessary to
recognise that the rule of charging what the traffic will bear
may be modified by considerations of public utility.

(2) Rule for Industries Bearing an Incidental



THEORY OF CHARGES. *79

Revenue.—The more difficult analysis respecting a schedule
of charges for a public industry presents itself in connection
with those industries in which revenue is more or less inci-

dental to service. These industries, it will be remembered,
are such as determine in large measure the conditions of

living for the great body of the people. The post-office, for

example, while properly classed as an industry undertaken
for the service which it renders, is nevertheless administered

with a careful regard for revenue. Public railways, also,

both territorial and municipal, while they may permit more
freedom to the desire for a commercial profit, are acknowl-
edged to be industries in which social considerations properly

influence all questions of development and administration.

(o) The Post-ofUce.—^The rule for regulating postal rates

seems to be pretty well established, and, allowance being
made for sUght modifications to meet the variety of social and
political opinions entertained, to be generally followed by
civilized nations. It may be expressed as follows : the aggre-

gate of receipts must cover the aggregate of cost ; but in the

attainment of this result greater regard should be had to

volume of service rendered than to the charge upon the unit

of service. Postal charges present three peculiarities: In the

first place, rates are remarkably low ; two cents, for example,

for the collection, transportation, and delivery of a letter. In

the second place, the charge is uniform irrespective of dis-

tance; in the United States, for example, two cents is asked
whether a letter is carried three miles or three thousand miles.

Involved in this uniformity of price is the significant result

that the profit accruing to the service in a densely populated

portion of the country is used to cover the deficit which arises

on account of rendering a similar service in portions of the

country more sparsely settled. Thus the excess over cost

in New York and Ohio goes to pay part of the cost for Kansas
and Colorado. The third peculiarity in postal charges is that the

classification of packages to which the schedule of uniform rates

is applied is determined rather with a view to protect the ser-

vice against unduly heavy packages than for the purpose of

harmonizing the charge with the cost. Not only is the postal

service an exclusive monopoly within the limits of the pack-

ages it chooses to handle, but it adjusts its charges so as to

make careful selection of the packages to be handled. There
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is perhaps no better illustration of a social solution of a finan-

cial problem than the one presented by the postal service.

The familiar history of the postal reform which began in

England in 1840, and which su:bsequently spread to all

civilized peoples, need not be here repeated.* The reduction

in charges to a uniform penny postage payable in advance

was followed by a corresponding expansion in the ser-

vice; and while the financial results did not during the

first years f conform to the expectations of the extreme
advocates of the measure, the many incidental advan-

tages of a highly organized and comprehensive postal

system are so marked that the wisdom of the measure
is no longer questioned. One point only respecting it de-

mands attention : What, it may be asked, is the secret of the

success of a uniform rate irrespective of distance ? The signi-

ficance of this query lies in the fact that many writers,

interpreting the success of this rule when applied to the

transmission of letters to mean that an industrial service can
be rendered without regard to specific cost, have argued for

its application to all sorts of communal or social services,J'

The mistake involved in such a generalization lies in the

assumption that the postal charge is determined without
regard to cost. The fact is that the cost incident to the posital

industry consists in collection and delivery at terminal points,

the expense of transportation being in the United States

less than one-third of total expenditures. It is the pecu-
liarity of the industry rather than of the rule of charges
which warrants a uniform rate irrespective of distance. So
long as this is held in mind there is no danger of a false ap-
plication of the principle.

{h) Territorial Railways.—The problem of railway rates has
not, like that of postal charges, passed beyond the domain of

current discussion. This is in part due to the fact that rail-

ways are universally regarded as a source of profit, to com-
panies when privately owned, to the State when public

property; but it is in larger measure due to the fact that

the social significance of railways is not yet clearly under-

• For convenient references compare Bastable, Public Finance, pp.
190-197.

f Cf. McCuUoch, Taxation and the Funding System, p. 330.

X Cf. Cowles, A General Freight and Passenger Post.
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stood. The problem of railway rates is a problem by itself, and
stands as one of the most important of the unsettled problems
of the day. Of the many questions that arise there seems to

be harmony of opinion respecting two only. It seems to be
universally conceded that the first step in drawing a schedule
of rates lies in an appropriate classification of the services ren-

dered, and it seems to be equally well established that no in-

vidious discrimination can be allowed between individuals or

places in the transportation of goods or persons. Beyond this

the practice of States shows little that is clear, definite, and
systematic.

The Germans have perhaps proceeded farther in the direc-

tion of a scientific solution of this problem than any other

people, and this they have done, not so much by a study of

rates as by an attempt to organize the interests that are in-

volved in the adjustment of rates.* We shall not undertake
to characterize this organization, but venture the remark that

the relation of the railway itself to the clients whom the

railway serves must be clearly appreciated before the es-

sential relations and social principlels can be discovered

upon which to base a schedule of railway rates. Assuming
railways to constitute a public proper'ty, rates should

be proposed by the shippers and accepted or rejected

by the government. In the proposals submitted by the ship-

pers (we assume the shippers to be properly organized) the

primary social interests will find adequate expression ; in the

acceptance or rejection of the proposals by the government
not only will the general social interests be guarded, but the

financier also will be enabled to provide for such income
over and above operating expenses as it may seem proper

that the business of inland transportation should contribute

to general revenues. It thus appears that the problem of

railway rates on State railways, so far from leading to a dis-

cussion of an appropriate price to be adjusted by commercial

rules, comes to be a question of the organization of com-
mercial interests by means of which a just schedule of charges

shall emerge, and with this suggestion we drop the question.

* A concise and fairly accurate account of the German organization

will be found in Meyer's monograph The Adjustment of Railroad

Rates in Prussia, Vol. XI, Transactions of the Wisconsin Academy of
Scieneet.
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Sufficient has been said to suggest that the public ownership

of railways opens up a domain of industrial integration and
governmental administration with which English-speaking

people are not familiar.

(c) Municipal Railways.—A municipal railway or tramway
is peculiar in the character of the traffic which it carries.

The social results of a passenger traffic, especially if confined

to the limits of a municipality, are easily traced and may be

statistically measured. Moreover, this traffic, inasmuch as it

involves few terminal expenses, and is entirely free from the

cost of loading and unloading, is a most remunerative one,

and the returns from it increase enormously in proportion

to density of traffic. Under such circumstances there is nc

reason why the rate should not be adjusted with some regard

to the revenue that may be derived from it. For it is a well-

known fact that a price which becomes a burden to any
class in the community, the importance of the service being

taken into the account, will tend to deplete revenue by cur-

tailing use, while the price at which cars are used to

their full capacity will probably yield a large return upon
the cost of construction. Now it is evident that, under
such conditions, the financier is furnished with ample lati-

tude for harmonizing the social and the financial interest.

Indeed, it is scarcely conceivable that the financial interest,

which looks to street railways and analogous industries for

a very considerable portion of its general revenue, can be
jeopardized by the adjustment of rates in harmony with the

social function which such railways perform. Not only may
the price for transportation be low, but it may discriminate

J,
in favour of long-distance travel, for only under such condi-.
tions can the demand of industry for a high degree of centrali-

zation and the demand of healthful living for room, light, and
air be harmonized.

We may then conclude that the process of determining
the price to be charged for industries in which revenue is

more or less incidental consists in adjusting the financial

purpose to the social end for which the industry is under-
taken. This is neither very definite nor conclusive, but it

at least has the merit of providing the proper approach to

the question in hand.

(3) Rule for Industries Undertaken for Servics.—
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It remains to consider the determination of price for indus-

tries undertaken primarily for service. With industries of

this class it is rather as a factor in administration than as an
assertion of either a primary or incidental financial interest

that the financier contemplates the adjustment of a price.

For the purpose of illustrating this point of view we shall

refer again to public forestry and public irrigation. The es-

tablishment and maintenance of a system of forestry is de-

signed to render a general and not a particular service, and
there can from the nature of the case be no personalization

of the price. That which bears the price is the by-product

of the industry, and not the main service. It is this

fact which distinguishes forestry and analogous undertakings

from industries like the railway and the post-office, and an
appreciation of the situation suggests at once the rule for

the adjustment of the price of such products as fall into

the hands of the government for sale in connection with

its administration of the main service. The lumber, char-

coal, and ash products which the forestry division sells

is not all the lumber, charcoal, and ash products

placed upon the market for sale. This being the case, to

dispose of the forestry by-products gratuitously, or to place

them on the market at less than their commercial price,

would subject private dealers to a competition they could not

well sustain. The government must demand the ordinary

commercial price, but in determining that price it must
reckon its own output as a part of, and not as supplemental

to, the regular orderly supply. So far as principle is con-

cerned this is all there is to the question. This rule applies

to prison-made goods, which are to be regarded as a by-

product of a reformed prison administration. Indeed, it is

of general application to all cases where the government is

in receipt of a product of value and yet does not see fit to

monopolize the process of production.

The rental to be charged for the use of water from a

public system of irrigation presents a slightly different case.

The water-supply is limited when compared with the uses to

Which it may be put. Moreover, for the cultivator the rental

forms an element in the cost of cultivation. There are the

controlling facts for determining the water rate. In the first

place the rate must be such as to charge the cost of con-
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struction, maintenance, and administration to the industry

created 'by the system of irrigation ; while in the second place

the rate must be so adjusted as to permit a free use, while

guarding against a lavish use, of water. This is a case

in which the price comes to be the determining factor in

administration. It is the means by which the service is fairly

apportioned to those for whom it is rendered.

This rule of price is the one that should be followed by
municipalities when they undertake the supply of water or

light. All that the municipal government need trouble itself

about, at least in ordinary cases, is that the service does not

become a permanent burden upon general taxes, and that,

while encouraging a generous use, the facilities which the

city provides should not be wastefuUy employed. In a rough
way one may say that the price varies with the natural supply,

from which one may see how useless is the rule that the price

for water or light shall be adjusted to the average price of

cities of the same size. Each city has a problem of its own
that must be solved in view of the engineering elements which
it presents. The price charged for the service rendered is

an element in administration and has primarily nothing to

do with the financial organization of the municipality. The
administrative price may, or it may not, procure a clear

revenue for the treasury; the test of its proper adjustment

is found in the manner in which the citizens make use of the

service rendered.

Our conclusion, then, respecting the price of industries

undertaken by the State is as follows : Industries undertaken

primarily for revenue will adjust their prices according to the

rule of commercial monopohes; industries in which revenue

is incidental to service will seek for a schedule of prices in

which the social and financial interests involved are har-

monized; industries undertaken primarily for service will

recognise the price either as an incident in administration,

when commercial considerations must control, or as a factor

in administration, when commercial considerations may be
ignored.
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Principles of Tax Exemption.

The chief source of revenue for modern states is found in

taxation, and this will continue to be the chief source of revenue

as long as the institution of private, property in productive

agencies receives the approval of mankind. It is on this account

that a (study of the principles of taxation, and of the rules of the

apportionment, the levy, and the collection of taxes, consti-

tutes the most important part of the Science of Finance. It

would be a mistake, however, to so emphasize the importance

of taxation that its relation to the other parts of the fiscal

system is lost to view. Not only would this lead to an

28s
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imperfect conception of the financial organization of modem
states, but it would render a- study of taxation itself unneces-

sarily difficult, since that study would then be deprived of the

broad basis upon which certain of the most important prin-

ciples of taxation rest. Taxation is undoubtedly the most

comprehensive problem in the Science of Finance, but it does

not fill the domain of that science.

46. Concerning the Method of Treatment. — One ac-

quainted with the general literature of the subject is

familiar with the different methods adopted by English

and Continental writers in their treatment of the problem of

taxation. Most English writers include what they have to

say on this subject in their treatises upon Political Economy.
John Stuart Mill, for example, after bringing his system of

private economy to a logical close, adds a fifth book which

he entitles On the Influence of Government. Taxation is in-

cluded in this book as one among several ways in which the

action of government may interfere or possibly modify the

working of economic law.* There are, it is true, a few

* " Some observations, however, maybe usefully bestowed on the

nature of the considerations on which the question of government inter-

ference is most likely to turn, and on the mode of estimating the com-
parative magnitude of the expediences involved. This will form the

last of the three parts into which our discussion of the principles and
effects of government interference may conveniently be divided. The
following will be our division of the subject.

"We shall first consider the economical effects arising from the

manner in which governments perform their necessary and acknowl-
edged functions.

"We shall then pass to certain governmental interferences of what
I have termed the optional kind (i.e., overstepping the boundaries of

the universally acknowledged functions) which have heretofore taken

place, and in some cases still take place, under the influence of false

general theories.

" It will lastly remain to inquire whether, independently of any false

theory, and consistently with a correct view of the laws which regulate

human affairs, there be any cases of the optional class in which govern-

mental interference is, really advisable, and what are those cases.
" The first of these divisions is of an extremely miscellaneous char-

acter : since the necessary functions of government, and those which
are so manifestly expedient that they have never or very rarely been
objected to, are, as already pointed out, too various to be brought
under any very simple classification. Those, however, which are of

principal importance, which alone it is necessary here to consider, may
be reduced to the following general heads.
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separate treatises on financial questions, such as McCulloch's
Taxation and the Funding System; Peto's Taxation: Its Levy
and Expenditure, Past and Future; Levi's On Taxation: How
U is Raised and How it is Expended; but these works are

separate in form only and do not recognise the existence of

a Science of Finance as an independent study. Mention
should be made also in this connection of Bastable's Public

Finance. This work, which appeared in 1892, is the first com-
prehensive treatise in the English language which follows the

Continental form of treatment, but it fails to impress upon
the student that sense of solidarity which alone may be urged

as an apology for an independent treatment of financial ques-

tions.

Inasmuch as our own treatise adjusts itself in the main to

the social organization developed under the influence of English

common law, and is in harmony with what the author believes

to be the conception of liberty in process of realization by the

English-speakingpeoples, it may be well to explain why, in

so significant a matter as the classification of the sciences

which deal with social relations, approval is granted to the

Continental rather than to the English method of treatment.

"Not only will this explanation lead to an interesting analysis

considered by itself, but by means of it the point of view
from which our discussion is undertaken, and which is be-

lieved to be the point of view to which all modern nations

are arriving in their social and political development, will

be yet more clearly apprehended.

What is technically known as English political economy,
being the system of thought which regards taxation as an
interference by government with the normal working of

economic forces, reached its highest possible development in

the treatise of John Stuart Mill. The assumption of laissez-

faire as the general principle for the guidance of public policy

served as an obstruction to further development, since it did

" First, the means adopted by governments to raise the revenue

which is the condition of their existence.

"Secondly, the nature of the laws which they prescribe on the two
great subjects of Property and Contracts.

"Thirdly, the excellences or defects of the system of means by
which they enforce generally the execution of their laws, namely, their

judicature and police." (Mill, Principles of Political Economy, Book V,

Chapter I, § 3.)
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not allow candid inquiry into 'the rational form of commercial

and industrial organization. Under the influence of this doc-

trine it was difficult to perceive that a normally adjusted

society could make demands on government beyond a demand
for the protection of person and of property. The placing of

the State within the domain of industry for the purpose of ren-

dering a direct service, or, what is more to the point, of main-

taining those conditions in which voluntary association can

work to the advantage of the community, was not regarded

as worth the serious consideration of the classical school of

economists.

It is not strange that this should have been the case when
one notices the conditions under which the classical econo-

mists produced their works. Adam Smith, the first great

master, wrote prior to 1776. The work of Malthus and of

Ricardo was done under the influence of the narrow con-

ception of the first quarter of the nineteenth century. Senior,

who gave form to the tenets of the school, did his thinking

before 1830 and was strongly impressed by the individualistic

claims of the possessing class. Even Mill, who reduced the

economic thought of the previous hundred years to systematic

form, and whose book appeared in 1846, wrote before ma-
chinery had achieved its final victory, and before corporations

had exposed their true significance. It thus appears that the

sAial and industrial conditions which presented themselves

to the minds of the classical writers of English political

economy were in many respects different from those which
emerged subsequent to 1850. The problems to be solved

were dififerent, and the evils against which it was thought
necessary to guard society were dififerent. These writers did

not, and indeed could not, adequately appreciate the centraliz-

ing tendencies of machinery; nor could they perceive that

great industries, unless subjected to proper control, might
come to exercise a tyranny as baneful as political tyranny.

It was reasonable, therefore, for these writers to support the

theory of restricted governmental functions.

To advocate the doctrine of laissez-faire at the present

time in the same way as it was advocated by English econo-
mists would, to express it mildly, be an anachronism, and the

reason why modern writers have undertaken to reconstruct

economics is that reconstruction is necessary in order to ad-
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just the science to the requirements of modern conditions.

The process of reconstructing a system of thought is neces-

sarily a difficult one, and it would be entirely out of place to

suggest the many lines along which this process is taking

place. Suffice it to say that the separation of Finance from
Economy, and the development of the former as an inde-

pendent though coordinate science, is a part of that recon-

struction. The thought seems to be gaining ground that a

State has certain permanent industrial functions, arid that, as

society develops through the differentiation of social activities,

the appearance of common needs which the State alone can

satisfy is a normal occurrence.

It would be manifestly improper, therefore, to regard any
of the established functions of government as an encroach-

ment upon private rights ; they are rather conditions essential

for the enjoyment of those rights. Nor can the best results

be expected when the study of any of the lines of govern-

mental activity proceeds exclusively from the point of view

of the individual; it is equally important that the common
interests of all should be regarded as a unified and compact
collective interest. This is what is meant by the phrase
" organic conception of society." The collective interest is

not merely the aggregate of those interests which the indi-

vidual members of the community may have in common ; it

is, as an intellectual concept, a different thing and possesses

a character distinctively its own. This is the thought to

which modern ideas of political economy are gradually ad-

justing themselves, and it is easy to see that a reorganization

of the science under such guidance would not consent to

the negative treatment of so important a problem as that

of an appropriate provision by the State for its own existence.

The recognition of the Science of Finance, therefore, as an

independent study is one step in the reorganization of

economic science, and results from a change in the point of

view from which all social sciences are coming to be regarded.

47. Concerning the Nature of a Tax.—In endeavouring

to formulate a clear statement respecting the nature of a tax

it will be of assistance to note that the conception suggested

by the word is older than the word itself, or, to put this

thought in another way, that many words have been used by

different peoples at different times to serve the general pur-
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pose now served by the term taxation. This being the case,

the essential characteristic of a tax may be discovered by
observing what is common to all the words which have been

pressed into service by successive fiscal administrations.

Professor Seligman has made an admirable collection and
classification of these terms. His presentation of the subject

is as follows

:

" This historical process is well illustrated by etymology.

If we look at the various terms applied to what we to-day

call a tax we shall find every shade of the development re-

flected not only in the words used in former centuries, but

in those still employed to-day. There are no less than seven

different stages in this etymological growth.
" The original idea was that of gift. The individual made

a present to the government. We see this in the mediaeval

Latin term donum and in the English benevolence, which was
used far into the middle ages. The second stage was reached

when the government huipbly implored or prayed the people

for support. This is the meaning of the Latin precarium, used

for many centuries on the Continent, as well as of the German
Bede (from beten, to pray). The Landbede was the term ap-

plied to the land tax in the German states until quite re-

cently. With the third stage we come to the idea of

assistance to the State. The individual felt that, if not making
a gift, he was at least doing the government a favour. This

idea is expressed in the Latin adjutorium, the English aid,

and the French aide, which was at one time used for all kinds

of taxes. The same idea is discernible in the English subsidy

and contribution. It has survived in the German term for a

tax, Steur {steuern, to help), and in the Scandinavian hjelp. In

France contribution is even to-day commonly used as synony-
mous with tax.

" The fourth stage of development brings out the idea of

sacrifice by the individual in the interest of the State. He
now surrenders something for the public good. This is seen

in the old French gabelle, in the modern German Abgabe, and
in the familiar Italian dazio. In each case the citizen gives

or sacrifices something. With the fifth stage the feeling of

obligation develops in the taxpayer. The English duty was
not originally restricted to its present narrow meaning in the

United States. Here it is usually applied to import taxes



THE NATURE OF A TAX. 291

and sometimes to the internal revenue taxes. But even to-

day in England the term includes some of the most important

so-called direct taxes, like the inheritance tax and the income
tax. It is not until the sixth stage is reached that we meet
the idea of compulsion on the part oi the State. We see this in

our impost or imposition, as well as in the French impot and the

Italian imposta. Although we Umit the term to a certain kind

of tax, the French use it as the generic epithet par excellence.

The same idea is seen in the German Auffage (something
' laid on ') and Aufschlag (something ' clapped on '), fre-

quently used at present for certain indirect charges on com-
modities.

" With the seventh and final stage we reach the idea of a

rate or assessment, fixed or estimated by the government
without any reference to the volition of the taxpayer. We
see this in the mediaeval English scot (to be ' at scot and
lot '), which is nothing but the German Schoss or the Scandi-

navian skatt. It is seen in the German Schatzing (or esti-

mate), which was used in the early part of the century.

Above all, it is recognised in our tax (taxare, to fix, to esti-

mate), the French taxe, the Italian tassa, and the English

rate. It is worthy of note that in the middle ages ' tax

'

always meant a direct tax, for which a regular assessment

Hst or schedule was made." *

The only conception which all the terms named above
hold in common is that revenue from taxation forms a deriva-

tive and not a direct revenue to the State. The significance

of this phrase has already been considered in connection

with the classification -of public revenues. It means that the

fund to which the State appeals through taxes is the income
of persons or of associations of persons, and is by this means
to be distinguished from the income of the State conceived

as a proprietor or as a corporation engaged in some indus-

trial pursuit. A system of taxation, therefore, implies the

institution of private property; it presumes prosecution of

private industry ; and the tax, this being the word now most

commonly employed, comprises that portion of private in-

come given over to the State for expenditure. The manner
of securing the payment, the rules according to which the

payment is assessed to persons or to associations of persons,

* Seligtnan, Essays in Taxation, pp. 5, 6, 7.
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the argument relied upon for justifying the payment, or, in-

deed, any of tiie considerations or attendant circumstances

peculiar to time, place, or stage of development, are not es-

sential to the conception of a tax. It is true one cannot

proceed very far in an analysis of any question of taxation,

or in a discussion of administrative or financial adjustments,

without being forced to recognise many qualifying ideas;

but this does not modify in the least the conclusion that the

essential characteristic of a tax, the only one, indeed, of uni-

versal application, is that it forms a derivative revenue to the

State.

Modern definitions of a tax almost universally insert the

statement that the payment from a subject to a sovereign lo

a coercive and not a free-will payment, and, according to

modern theories of political science, such a qualification is

eminently proper. By the phrase coercion, however, should

be understood legal coercion, and not the coercion which

results from the recognition by an individual of definite wants,

or from the pressure of public opinion, or from the sense of

duty, which in a loose use of language mjght be included under

that term. Much confusion has been introduced into the

subject by the loose use of this word coercion. Professor

Seligman would hardly care to be understood, when he says

that the " idea of compulsion on the part of the State " was
not introduced until what he terms " the sixth stage " was
reached in the development of the idea of a tax, as implying

that before this time governments exercised no pressure upon
citizens in securing from them payments. Such a statement

would be manifestly untrue. His meaning undoubtedly is

that it was necessary for private rights in productive property

to have been fairly well developed before a sovereign govern-

ment could 'be safely intrusted with the public right of making
compulsory demands upon its subjects. The legal concep-

tion, therefore, which is an essential quality of modern taxa-

tion, implies the development of certain restraining principles

in the exercise by the State of the taxing power.

The full significance of taxation as a compulsory payment
will not be apparent so long as the only relation held in mind
is that which exists between the subject and the sovereign.

The justification of the compulsory payment is not so much
to enable the State to secure adequate revenue as that the
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State in securing its revenue may deal equitably between its

subjects. The service of the State is a common service and
contributions for its support must in justice be made by all.

Were the sense of social obligations sufficiently developed to
insure a universal contribution, and one which the sense of
justice would acknowledge to be relatively equitable between
citizens, it would not be necessary for the State to employ
coercion. It is because this is not the case that a tax comes
to be a coercive payment; and it adds much to our concep-
tion of a tax, and suggests the spirit in which all questions
relative to taxation should be discussed, to recognise that

the exercise of coercive power by the State in the matter of

public revenue is in response to the ethical sense of the com-
munity, which demands equitable payment from all citizens.

The coercion to which reference is made in defining a tax is

the legalized coercion of constitutional peoples, and in this

sense is of relatively modern development.
48. Definition of a Tax from the Lawyer's Point of

View.—Pressing now our inquiry beyond the conception of

a tax approved by all writers on finance, it will be found
that the diversity of opinion respecting the nature of a tax
arises from the fact that the definitions which present them-
selves are either adjusted to some peculiar legal code, or
they are coloured by some peculiar rule of apportionment or
special theory of social organization. It may be well to con-
sider separately these two classes of variations in the con-
ception of a tax, for each bears with it certain qualifying ideas

or social and political tendencies necessary to a full under-
standing of the nature of a tax as that word is used by
modern peoples. The legal definition of a tax is the first

which claims attention.

Confining our analysis to the accepted principles of Ameri-
can law, it is observed that a coerced payment from the subject

to the sovereign must meet three conditions in order to be

recognised as a tax. These are as follows

:

(i) This payment must, in the first place, be for some
public purpose. This requirement rests upon the very nature

of the modern State, which, if it be not government by the

people, is universally government for the people. This has

been clearly shown in connection with the discussion of

budgets and budgetary legislation. The assessment and col-
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lection of moneys for private ends is a tyrannical act not

contemplated by the constitutional organization of the State.

The law goes even further in the application of this principle.

Not only would a demand for money for private purposes

be an abuse of the taxing power, and so, technically, no tax,

but a demand for money for public purposes in excess of a

just demand would be accounted a robbery under the form

of law.*

It is one thing, however, to lay down a legal principle,

and quite another to provide for the enforcement of that

principle; and the nature of this right of the citizen against

the State will not be seen until one inquires what remedy
is open to the citizen in case a government make improper

and excessive demands. This question leads to an important

distinction. Although fundamental law may recognise a

compulsory demand for revenue to be an encroachment upon
the rights conferred upon citizens by the institution of pri-

vate property, it does not provide, except in extreme cases,

for legal redress in case of a wrong ; that is to say, the courts,

speaking generally, are powerless in the premises. The de-

cision as to what constitutes a public purpose is intrusted to

the legislature, and the courts universally assume that any
law which the legislature may pass is passed in the interest

of the public. The remedy provided for the redress of a

wrong of this sort committed by the legislature is the political

and not the legal remedy. It is at the polls and before the

tribunal of the people, and not in the courts and before a

jury, that such cases are tried. This distinction between the

political and the legal remedy must be held constantly in mind.

(2) A coerced payment from the State to the sovereign

must, in the second place, be levied in a spirit of equity and
justice as between the subjects in order to conform to the

modern legal conception of a tax. This, it is true, is nothing
peculiar to taxation; it is rather an application to taxation

of a general governmental principle. The government should

• The distinction between a tax and a tribute is that the former col-

lected by a government from its own subjects is limited to carefully

defined needs of the State, while the latter collected by a conquering'

people from a. subjected nation bears no relation to the amount of

justifiable public expenditures. When a government abuses its taxing

power by excessive demands it treats its subjects as a conquered de-

pendency.
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have regard to equity as between citizens in the matter of

taxes for the same reason that all of its dealings should be
conducted in the spirit of fairness and justice. This neces-

sity, as has already been pointed out, is the apology which
the State offers for the exercise of coercive power in the

matter of taxation, from which it follows that should the

State levy or collect an unjust or an inequable tax it betrays

the trust which has been reposed in it. Equity of payment
as between citizens is a fundamental characteristic of taxation

among constitutional peoples. It is on this account that so

large a share of the study bestowed upon this subject in-

quires respecting principles of equity arid justice.

This legal quality, however, like the one mentioned above,

must rely for its realization upon the political rather than

upon the legal remedy. Courts have sometimes ventured

to express an opinion as to whether or not a tax is levied

for a public purpose, but should a court undertake to say

that a particular system of taxation is without the warrant of

law because it fails to realize equity as between citizens, ex-

cept, indeed, this opinion rest upon some explicit expression

in the fundamental law of the State, it would be guilty of

an encroachment upon the reserved functions of the legisla-

ture. The remedy for the inequable tax lies in the political

organization of the State, and for this reason is it especially

important that public opinion should be intelligent and sensi-

tive to moral considerations in all matters pertaining to

taxation.

(3) The demand of a State for money in order to be

rightly accounted a tax must, in the third place, be made
according to established legal rules. This legal characteris-

tic of a tax has nothing to do with general principles, but

its recognition is nevertheless of great importance. Among
the marks of a good revenue system to which attention has

been called mention was made of the necessity of harmony in

all its parts. The laws out of which a revenue system is

constructed are enacted by many different legislative bodies,

at many different times, and with the stress of argument

placed upon some peculiar interest which at the time happens

to present itself. Should the vote of the legislative body be

alone adequate to insure the legality of such law confusion

of statement and contradiction of principle would surely re-
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suit. For this reason the duty is imposed upon the courts

in the United States of interpreting the phraseology of laws,

and of denying the name of a tax to a levy which has not been

made according to established legal requirements.

This third legal characteristic of a tax has a yet broader

application. There is perhaps no other constantly recurring

public act which lies so closely to the interests of the people

as the levy and collection of taxes, and, notwithstanding the

political remedy against the abuse of the taxing power pro-

vided in the organization of popular government, private

industry would not feel that safety essential to a healthy and
active life were no other safeguard against the arbitrary acts

of government provided. No power or right can be properly

understood without recognising that it is limited in its exer-

cise by corresponding rights which in a sense stand opposed
to it. This statement applies equally to public and to private

rights, and is of especial pertinence to problems in taxation.

It is undoubtedly true that a tax is a coercive abstraction of

private property, but this statement itself imphes the institu-

tion of private property, and the general right of the State

in matters of taxation must be interpreted in the light of

the fundamental privileges which the law of private property
guarantees the citizen. When, therefore, it is said that a tax
must be levied according to legal requirements there is im-
plied by the statement, not only a code of parliamentary
procedure, but a system of well-defined private rights.

Still another application of this third characteristic of a
tax presents itself, which, however, is of more direct applica-

tion to a federated union like the United States than to a
centralized government. According to American law, each
grade of government enjoys a definite though restricted

jurisdiction, and in framing tax laws it is necessary that these

several jurisdictions be strictly conformed to. Failure to
observe this rule would give rise to no difficulty should all

industries from which citizens derive an income be confined
in their commercial relations to the political jurisdiction of

the government to which they make payment. But this is

not the case. The development of inland transportation has
destroyed the local market for large numbers of industries,

so that there is no identity between the political jurisdiction

of States and what perhaps may by analogy be termed the
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commercial jurisdiction of industries. An insurance com-
pany, for example, having its headquarters in one State

secures revenue from policies sold in other States. A manu-
facturing corporation also sells goods to the citizens of other

commonwealths than the one which grants it a charter.

These are but illustrations of the complexity which must
necessarily arise when the several States undertake to secure

revenue from the industries lying within their respective juris-

dictions. There must be of course some fundamental law

respecting the relative rights of the several centres of taxing

authority, and no better way has as yet been devised than

laying down certain fundamental principles or rules to which

all laws levying taxes must conform, and of granting to the

courts the right of determining whether or not such rules are

conformed to.

From the above it appears that there is ample room for

controversy respecting the legal characteristics of a tax, . as

also for the development of the law of taxation. There will

of course arise differences of opinion between the theorist

and the publicist, but it is essential that one who undertakes

a theoretical treatment of the problems of taxation should

do so with the full appreciation of the limitations which the

established body of law imposes upon any suggestions wliich

he may have to make. From the standpoint of law a tax

may be defined as an enforced payment levied by government
for public purposes and levied according to established legal

requirements.

49. Definition of a Tax from the Theorist's Point of

View.—The assistance to be derived from a study of the

nature of a tax as reflected in definitions of theorists is of

an entirely different sort. Such definitions of theorists do
not exhibit the facts of social conditions during the period

in which they claim the attention of publicists, but rather

the ideals and purposes of the times in which they were made
the subject of controversy. They have on this account an

important historic significance and, like all material of his-

tory, assist the student by rendering possible a comparative

analysis. From the point of view of strict logic all these

definitions are open to the criticism that they include in

their statements some assumption respecting the theory of

apportionment, that is to say, respecting the principles ac-
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cording to which the duty of payment should be assigned to

citizens. The controversies which at different times in the

past have been carried on by students of taxation have cen-

tred about the rules of apportionment and of assessment.

In case the controversy resulted in the acceptance of the

idea urged by the theorists, it came to be a part of the estab-

lished system of taxation, and for this reason it is possible

to trace every qualifying attribute of the legal definition of

a tax back to some controversy which has marked an epoch
in the development of political liberty and property rights.

Current controversies are not less significant. Two advan-

tages, therefore, may be expected from a study of the defi-

nitions which theorists have from time to time presented.

Such a study will, in the first place, impress the fact that the

idea of taxation has passed through a development corre-

sponding to the development of government itself, and it will,

in the second place, lead to an appreciation of the fact that

current controversies pertain to undeveloped or unsettled

rights. The definitions which we are now about to consider

will bear upon the fundamental principles entertained respect-

ing the nature of society, the character of government, and
the rights of citizens.

It would carry us too far from our purpose to apply the

foregoing suggestions for study to all the definitions of a tax

which have from time to time been presented. Confining

our analysis to comparatively modern times, there are three

conceptions of a tax that may with advantage claim attention.

These are

:

First. That a tax is a price paid for a service rendered.

Second. That a tax is a payment in proportion to benefits

received.

Third. That a tax is a contribution of citizens to a com-
mon end.

(i) The Purchase Theory of a Tax.—The most general of

the theoretic definitions of a tax is the one which conceives

of a tax as a payment to the government for service ren-

dered, and a payment equal to the cost of the service.* This
conception is not open to serious criticism so long as the

question of payment is regarded as lying between the State

* In the foregoing book the idea that a price is a tax was refused

recognition ; -we now refuse to recognise the idea that a tax is a price.



THE THEORIST'S DEFINITION OF A TAX. 299

and the taxpayers as a body ; it is not satisfactory, however,
when one holds in mind a general payment and a specific

service rendered to him who makes the payment. The idea

of purchase and sale as between the citizen and the State

cannot be entertained without leading to untenable conclu-

sions respecting the nature of the State, and, also, respecting

the relations that exist between citizens and the State or
between various classes of citizens. It implies, for example,
that the State is something separate from the body of citizens,

and does not fit itself easily to the conception that the State

is the body of the people organized for governmental pur-

poses. It implies, in the second place, that the citizera is at

liberty to refuse 'the services offered by the government, and
by refusing is able to escape the necessity of making pay-
ments. It irnplies, in the third place, that the relative duty

of citizens to make payment for the support of government
is in proportion to the expense which they occasion. All

of these implications, for reasons that were suggested when
the functions of government were under consideration, or

which will be made clear when the theory of apportionment
of taxes shall claim attention, must be regarded as unsound,
and on this account the purchase theory of a tax abandoned.

(2) The Benefit Theory of a Tax.—The second theoretical

definition of a tax suggested above is that a tax is a payment
by citizens to the State on account of and in proportion to

the benefit received. This leads to what is commonly called

the benefit theory of taxation. It is also termed the in-

surance theory or the quid pro quo theory of taxation; but

however characterized the underlying thought is the same.

The idea embodied in this theory of a tax is that, inasmuch
as individuals receive benefits from the State, a payment
should be made on account of and in proportion to those

benefits. Like the purchase theory of taxation, it rests upon
the individualistic conception of society. The two definitions

are coloured by the same idea, the chief difference being that

the one regards a tax from the point of view of cost to the

State, the other from the point of view of advantage to the

citizen. AH of the considerations, therefore, which were

urged against the conception that a tax is a payment to cover

the cost of a service rendered applies with equal force to the

idea that a tax is the equivalent of a benefit received. -
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It may be stated further that they who accept the benefit

theory of taxation are thereby committed to the restrictive

theory of government which prevailed in the early portion

of the present century. Were the functions of government
rightly restricted to the protection of life and property there

would be some reason in saying that payment to the State

should be equal to all citizens so far as expenditures for the

protection of life are concerned, and in proportion to property

so far as the activities of the State are devoted to the pro-

tection of property. The modern State, however, assumes
duties far beyond the primitive functions of protection to life

and property. Government is subject to a development pari

passu with the development of society itself. If the analysis

presented in connection with the Theory of Public Expendi-
tures 'be accepted as correct, expenditures incident to the

protective functions of the State, as compared with those

that arise in connection with the developmental functions,

tend to become less as civilization advances. While, there-

fore, the quid pro quo theory of taxation may have served

fairly well under conceptions of governmental activity held

in the early part of this century, it must be regarded at present

as somewhat antiquated.

That phase of the benefit theory which has exerted the

greatest influence upon the literature of taxation is the one
which regards a tax as an insurance premium. Montesquieu,
for example, says that " the public revenues are a portion

which each subject gives of his property in order to secure

and enjoy the remainder," and many writers there are who
make this definition the basis of their analysis. Thiers states

baldly that a tax is an insurance premium. This method of

presentation suggests yet another criticism. Not only does

it entertain an erroneous idea of the nature of government,
and rest upon an inadequate conception of the functions of

the State: it presents also a false idea of property and of

proprietary rights. It is logical for Thiers, who believes all

property to be the result of individual effort, and who asserts

that the defence of private property is found in the fact of

individual production, to conceive of a government as a great

insurance company, accepting from citizens an annual pre-

mium as a guarantee against loss by theft or dishonest treat-

ment. According to this idea the annual payment would not
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necessarily be in proportion to the amount of property, which
has been the commonly accepted idea of'apportionment, but in

proportion to the risk which the nature of the property entails.

It is not necessary, however, to discuss at length the insurance

theory of taxation, inasmuch as the defence of property upon
which it rests has been for the most part abandoned. Few
writers at the present time would care to assert that property

is wholly an individual product, and still fewer there are who
would care to deny that social utility is at once the basis

and the defence of individual ownership. With such an idea

the insurance theory of taxation is wholly at variance.

The above considerations respecting the purchase theory

and the benefit theory of taxation are fundamental. They
pertain to the nature of the State, to the relationship between

citizens, to the character of government, and to the basis of

property. They do not bring to notice the practical diffi-

culties which would arise were it attempted to determine

the cost of specific services or to measure the relative benefits

of government to citizens. The administrative criticisms

upon these theories of taxation will claim attention when
the theory of apportionment in harmony with them is submit-

ted for discussion.. It is desired for the present to hold our

analysis strictly to fundamental ideas.

(3) The Contributory Theory of a Tax.—The third defini-

tion which presents itself in this connection conceives of a

tax as a contribution from citizens for the support of the

State. Several ideas are implied by the use of the word con-

tribution. In the first place a contribution implies soHdarity

of social interest, or, to put this thought in another way, it

implies that all the functions undertaken by the State are

such as minister to common wants, and in large measure

to wants which cannot be segregated or specialized to indi-

viduals or to classes. A sense of organic unity and of inter-

dependence, and a consciousness of common rights and

common duties, go along with the idea of contribution.

The social concept with which this idea is in harmony does

not permit of a separation between the State and the indi-

vidual, as is the case with the social theories which conclude

that a tax covers the cost of specific service, or that it is a

payment for benefits received. The contributory theory of

a tax concedes rather that the individual is a part of the
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State and that he reahzes his individuality, in some degree

at least, because the State exists. All of these conclusions,

as well as others familiar to modern political philosophy that

logically follow from this general point of view, are bound
up in the assumption that a tax is a contribution from the

citizen to the support of the State, and not a price paid by

him for specific service rendered or a compensation allowed

by him for benefits received. This theory of a tax rests upon
that phase of Greek philosophy which asserts that society is

organic in structure.

It may further be added that this word contribution, when
used to characterize the non-commercial payments from a

citizen to the State, implies certain established relations be-

tween citizens who together make up the State. Since

government is the agency of the whole people, and is estab-

lished for the purpose of rendering a common service, it

follows that a payment from a citizen to its support must be

in proportion to some accepted rule of equity and justice

;

and it consequently lies in the contributory theory of a tax

to assert that this payment should be made in proportion to

the respective abilities of citizens to pay.

Conclusions.—The results of the foregoing analysis, not

alone in this chapter, but in the previous chapters as well,

may be summarized in the four following statements

:

First. From the point of view of the State a tax is a

source of derivative revenue.

Second. From the point of view of the citizen a tax is

a coerced payment.

Third. From the point of view of administration a tax is

a demand for money by the State in conformity to established

legal rules.

Fourth. From the point of view of theory a tax is a con-

tribution from individuals for common expenditure.

50. Analysis of the Taxing Power.— It was the purpose
of the foregoing analysis to discover the true nature of a tax,

and to arrive at a definition of use to the practical financier,

because it fits into the legal conditions and social structure

of the modern State. It is the intent of the present para-

graph, which is devoted to a consideration of the residence

and employment of the taxing power, to carry this general

inquiry yet a step further.
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(i) Character of the Power.—By the phrase taxing power
IS to be understood the legal right which a government en-

joys of determining the amount which each citizen shall pay
for the support of the State, and of forcibly collecting that

amount if necessary. It is a sovereign power, and is so recog-
nised, whether exercised by a monarch or by a government
resting on popular suffrage. This must be the case since

the payment in question is a coerced payment. Private
property is taken for public ends, and none but a sovereign
could consistently exercise such an unusual power.

It is not enough, however, to know that the taxing power
is sovereign in character and that its exercise is the exercise

of sovereign authority ; it is equally necessary to learn with

which of the three great departments of government—the

executive, the legislative, or the judicial—this power resides.

If the above question be confined to those peoples whose
political ideas are coloured by the development of popular
government, the answer is a very simple one. A tax must
always be promulgated in the form of a law, and a law comes
into existence only as the exercise of legislative authority.

From our knowledge of the constitutional history of Eng-
land we are acquainted with the struggle of the English
people against the arbitrary exercise of the power of taxa-

tion, and from our study of rules and methods of budgets
we have come to appreciate how firmly is this principle

established. So important is it conceived that the taxing

power shall reside in the legislative body that the legislative

body itself is enjoined from delegating that power, either to

the court or a corporate body of any sort; nor is it possible

for a court to assume the exercise of this power; nor can

the legislative body itself diminish by one iota its authority

over the question of taxation, it being a fundamental principle

of constitutional law that each legislature should hand down
to the legislature which succeeds it all the rights, powers,

and privileges which it received from the preceding legisla-

ture. Without further comment, therefore, it may be stated

that whenever one reasons about the power to levy and

collect taxes he is dealing with a sovereign power and with

a power which is legislative in character.

Although the power to tax is a sovereign power, it is not

necessarily superior to regulation and control. Especially is
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this true in the United States, where the courts are given

the authority to pronounce upon the constitutionality of legis-

lative acts. This does not mean that the court is in any

sense a law-making body, its chief social function being

rather to preserve harmony in the development of legal prin-

ciples and to maintain symmetry in the body of legislative

enactments. There is nothing inconsistent in the statement

that the taxing power is sovereign in character and to add,

at the same time, that its exercise must conform to established

rules.

These rules respecting the employment of the taxing

power are suggested by the two following questions

:

First. To what specific grant of sovereign power may the

exercise of the taxing power be credited ?

Second. What are the specific limitations to the exercise

of the taxing power ?

(2) Grants bestowing the Power.—The meaning of the first

of the above questions is that, although the general grant to

tax resides in sovereignty, and, indeed, is essential in order

that the State may maintain its dignity and perform effectively

the functions assigned to it, still every specific exercise of that

power must be referred to some specific grant, or to some
general principle established as the result of a past contro-

versy. Confining our analysis to the situation as it exists

in the United States, the authority to levy and collect taxes,

if it exist at all, must be found either in the Constitution of

the Federal State, in the Constitution of a given State, in the

charter of a municipality, or in the general laws passed by
State legislatures conferring the exercise of the taxing power
on the minor civil divisions. Each of these grades of govern-
ment must have its legislative body; and from the above it

appears that fundamental law prescribes the character of thf

taxing power consigned to each grade of government, and
the extent to which and the conditions under which it may be
exercised. This fact has a very practical bearing, for it shows
that if harmony in methods of taxation is ever to be realized

in this country the basis of that harmony must be laid in

fundamental law or in inter-governmental agreement.
Another service is rendered by a study of the specific

grants for the exercise of the taxing power. The simple

rule of law respecting the employment of this power is that
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it can never be employed except for the purpose of procuring
revenue. Tiie principle to which this rule gives expression

is bound up in the very nature of a tax. When " the power
which only exists for the purpose of procuring revenue for

the needs of government," says Judge Cooley, " is used for

some wholly different purpose, and no revenue is expected

or desired from the employment, it is misused, and the misuse

is usurpation." * Proceeding from this principle of law many
writers have urged the conclusion that the protective tariff,

for example, is without legal authority. This would doubt-

less be true if the taxing power were the only power granted

to the State. A duty imposed on the importation of goods
which is prohibitory, and which on that account can give no
revenue whatever, is not a legitimate exercise of the taxing

power; this, however, is quite different from the conclusion

that a system of protective duties is without legal warrant.

Two remarks may be made upon this point. In the first

place, it should be noted that while the taxing power is

granted for the purpose of raising revenue, the legislature

is not prohibited from employing it in such a way as to pro-

cure incidental benefits; that is to say, given the necessity

for revenue, the legislature is in duty bound to choose the

method the least detrimental to the public, and is at liberty

to employ a method which may bring with it incidental ad-

vantages. Thus, while the prohibitory duty based on the

taxing power would be illegal, a duty on imports which has

for its chief purpose the securing of revenue, and which is

incidentally protective, would be judged no abuse of that

power. This may, perhaps, be a dangerous doctrine, but it

is the position assumed by the courts upon this question.

There is yet another way in which this matter may be
presented. A distinction must be made between the

employment of the taxing power and the employment
of taxing machinery. Thus taxes may be levied, and

constitutionally justified, without any reference whatever to

the power granted to the State to raise revenue. A protective

duty, or, indeed, a prohibitive duty, may be referred to some
other grant of power than that of taxation. It may, for

* t'rinciples that should Govern in the Framing of Tax Laws. An
address by Judge Thomas M. Cooley before the American Social Science

Association, April 22, 1878.
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example, be referred to the power of regulating commercr,
and in reality this is the basis on which the whole protective

system as practised in the United States rests. Or, again,

a tax on hack-drivers, or bootblacks, or newsboys, a special

license imposed on peddlers, auctioneers, etc., is not justified

as a simple exercise of the taxing power. The purpose of

these impositions is police regulation, and not revenue, and
such an employment of taxing machinery must find its justifi-

cation in the police power; it cannot rest upon the taxing

power. The distinction here drawn may be seen yet more
clearly should it be applied to the levy and collection of

special licenses for the manufacture and sale of liquors.

The rule of constitutionality, then, is quite plain. The
taxing power is a special power granted to raise revenue,

but the taxing machinery, which is something quite different,

may be set in motion on the authority of various powers for

various purposes.

(3) Limitations upon the Power.—The second of the ques-

tions presented above inquires what specific limitations upon
the exercise of the taxing power are made by fundamental
law. There are five points which present themselves in mak-
ing reply to this question

:

(a) Such limitations as exist pertain to the method of tax-

ing, and do not inhere in the nature of the power to tax.

There is no limit to the exercise of the power when
properly applied. This principle seems to lie in the nature

of sovereignty, and to be essential for the preservation of the

permanency of a government intrusted with jurisdiction over
war and peace, or which, indeed, in the exercise of its func-

tions, is liable to be called upon as the final arbitrator

respecting any public question.

This at least is the position assumed by the Supreme
Court of the United States as declared in the familiar case

of McCulloch V. Maryland. In rendering the decision in

this case Mr. Justice Marshall said, " The power to tax is

the power to destroy." And again, " If the right to tax exist,

it is a right which in its nature acknowledges no limits. It

may be carried to any extent within the jurisdiction of the

State or corporation which imposes it which the will of

such State or corporation prescribes." It is true that the

point in this case pertained to the right of the State of



ANALYSIS OF THE TAXING POIVER. 307

Maryland to tax the notes of the Federal bank, and that the

object of Maryland in imposing such a tax was to drive these

notes out of the State so as to make room for the circulation

of the notes of State banks. Thus the point at issue did not

pertain to the use of the taxing power for raising revenue,

but to the use of the taxing machinery for a purpose other

than that of securing revenue. It has, however, been gener-

ally accepted that the principle laid down above is of univer-

sal application, and it has been followed quite closely in the

subsequent development of American law.

In applying the rule that the power to tax " acknowledges

no limits " it is necessary to distinguish between its exercise

by a government recognised as sovereign, even though it be

within a restricted jurisdiction, and a government which is

the representative of or the agent of a sovereign govern-

ment. A county, a township, or a school district, for example,

is, strictly speaking, no government at all, but an administra-

tive unit acting for a government for certain specified ends;

and there is no inconsistency in limiting these minor civil

divisions in their exercise of the power of taxation. This,

however, according to the theory of American law, must find

expression in the fundamental law of the State itself.

(&) The general rule respecting the employment of the tax-

ing power is that it should be used only to procure revenue

for public purposes. As has been already pointed out, this

follows logically from the fact that the power of taxation is

a sovereign' power, a»d the limitation imposed on govern-

ment is a limitation bound up in the nature of the tax itself.

It will be remembered that in considering the legal definition

of a tax this point was dwelt upon at some length, and it was
shown that the remedy against the abuse of the taxing power
was political and not legal in character. In the main such a

statement is correct, but it should not be pressed so far as to

lead to the conclusion that the courts, in this country at least,

are not at liberty to express themselves respecting the pur-

pose for which a tax is levied. The first decision respecting

what is or is not a public service lies undoubtedly with the

legislature, and it may be added that the existence of a law

duly sanctioned by the legislative body is accepted as pre-

sumptive evidence that the purpose for which a tax is levied

is a public purpose. The evidence, however, is presumptive
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and not final, and in extreme cases the question may be pre-

sented to a court for adjudication. This whole question is

a very difficult one and has given rise to a long line of cases.

In general the courts refuse to lay down any definite rule,

but insist on deciding every case which comes before them
upon its own merits, having regard, of course, to previous

decisions in analogous cases. The followihg quotation taken

from a decision in one of these cases may serve to illus-

trate the general point of view :
" A tax must be con-

sidered valid unless it is for a purpose for which the com-
munity has no interest ; when it is apparent that the burden
imposed is for the benefit of others and where it will be pro-

nounced so at first blush." A case presented itself in Maine
where the council of a town imposed a tax the proceeds of

which were to be again distributed among the people of the

town, a case which was promptly decided as illegal.

Taxes, also, the proceeds of which are paid as a bonus
to some manufacturing company as an inducement to locate

in one place rather than another would seem to lie outside

an appropriate exercise of the taxing power; but in making
statements of this sort respecting American law one should

remember that he is dealing with a large number of independent
sovereignties. He should also recognise that the legality of

a tax, so far as it is afifected by the purpose for which it is

levied, depends upon the accepted ideas respecting the proper
functions of government, and on this account may vary from
time to time. The courts are obliged to take into considera-

tion the new ideals entertained by the people as well as the

precedents from previous decisions. The limitation in ques-
tion, therefore, is upon analysis found to be nothing more
than a guarantee that the taxing power shall not be employed
for any purpose except one of common interest, and to which
the body of the people has fully and finally committed itself;

and the service rendered by courts in assuming to check the

action of legislative bodies in extreme cases is, in reality,

nothing more than the protection of the public against its

own enthusiasms. It was never intended that the legal prin-

ciple which asserts that the taxing power should be employed
only to procure revenue for public purposes should act as an
obstacle to changes in the social and industrial structure of

society.
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(c) The taxing power is further limited by the claim that
its exercise must pertain to the grade of government by which
or for which it is put into operation. This principle has no
very definite meaning except it be applied to some particular

State. In the United States, as has been already remarked,
the governmental functions, are divided between the Federal
State, the commonwealths, the municipalities, and the minor
civil divisions. To each of these is assigned a definite set of

functions, and the idea underlying the limitation of the exer-

cise of the taxing power above stated is that each grade of

government has the right to exercise the taxing power in

such form and to such extent as may be necessary for the

satisfactory performance of public functions assigned. The
reverse of this statement is also true, that each grade of

government should be protected in the exercise of its taxing

power against the encroachments of the other grades of gov-
ernment. The practical application of this principle has not, as

yet, been very fully developed, but, as will be made clear

when the existing system of local taxation in the United States

is subjected to critical analysis, it is a principle upon which
continually increasing reliance must be placed. Harmony
and symmetry in the taxing policy considered as a whole are

essential to a sound fiscal system, but there is no possibility

of attaining such harmony and symmetry until the respective

rights of the various grades of government in matters of

taxation are more perfectly worked out.

(rf) The taxing power cannot be exercised, in the fourth

place, so as to encroach upon the established rights and privi-

leges of citizens. The chief eiifect of this principle is to re-

strain the commonwealths from imposing burdens or restric-

tions upon the citizens of neighbouring States which they

do not impose upon their own citizens. The depository of

this right is the Federal Constitution, and it is to the Federal

courts that any State must look for protection against the

improper use of the taxing power by another State. Its

necessity and its sanction is the fact that it is essential to

the existence of the national government. Thus the Federal

Constitution guarantees the citizens of each State the privi-

leges and amenities of the citizens of every other State. No
discrimination can be made in the framing of tax laws unless

it can be clearly shown that, as a result of a formal dis-
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crimination, greater equity is secured as between those who
are called upon to make payment than would otherwise be

the case. A discriminating license tax, for example, upon
the citizens of other States, or of other localities within the

State, is not permitted, for these are assumed to have paid

taxes where they live; special taxes upon peddlers, on the

other hand, not living in the State are regarded as lawful,

since otherwise these citizens might be free from the payment
of any tax v/hatever. The purpose of the principle under con-

sideration is to maintain equality of opportunity without

regard to residence or occupation, and any apparent discrimi-

nation necessary to the attainment of this end is not conceived

as contravening the principle enunciated. The limitation

upon the exercise of the taxing power here laid down is

coming to be an increasingly important one in view of the

development of interstate commerce. The truth is that com-
mercial relations no longer have regard to political jurisdic-

tion, and on this account the framing of a satisfactory system
of local taxation is exceedingly difficult. This legal principle,

like the one just referred to, will be held constantly in mind
when the existing system is subjected to critical and, we
trust, constructive examination.

{e) It is further stated as a limitation of the taxing power
that it cannot be exercised so as to impair the obligation of

contracts. This is simply a special application of the general

law as found in the Constitution of the Federal Government
and of the several States. An exhaustive discussion of this

principle will be found in all the text-books upon the law of

taxation. It is of too technical a character to receive con-

sideration in this treatise, and on that account we must rest

satisfied with the mere statement of the principle itself.

51. Concemiug the Duty to Pay Taxes.—The duty to

pay taxes is one that is owed by the citizen to his sovereign.

This is the fiscal expression of a fundamental political relation,

and the first conclusion to be drawn from it is that no
sovereign is at liberty to look to a foreign people for any por-

tion of orderly revenue. The purpose of charging the cost

of the home government upon the subjects of a foreign State

is not only immoral in itself, but it is contrary to the spirit of

international comity, which at the present is about all the
" cosmopolitan State " has to rest upon. Moreover, it is bad
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international policy, for it overlooks the fact that good govern-

ment in a neighbouring State is one of the essential conditions

for the enjoyment of good government at cheap cost in the

home State, a fact which leads to the conclusion that the

money which a foreigner can justly be called upon to pay
for the support of government is most judiciously expended
when paid for the support of an efficient administration in

his own State. Yet a further consideration may be urged
against the purpose of attempting to throw the burden of

the home government upon the subjects of a foreign State.

Such a purpose would undoubtedly lead to retaliatory laws.

The evils and bitterness of feeling which would be sure to

arise from such a state of afifairs far outweigh any fiscal ad-

vantage to either party ; and, in case the laws of each nation

are equally effective, it is clear that neither party would be
permanently benefited. We may, therefore, conclude, without

discussing the conditions under which it is possible for a

government to obtain revenue from the subjects of a foreign

State, that the duty to pay taxes exists solely between a citi-

zen and the State to which he owes allegiance, and that the

endeavour to collect revenue from a foreign country not only

rests upon an immoral purpose, but it is unsound from the

point of view of international comity and incapable of success

as a fiscal policy.

The fact that the financier must look to persons and pro-

perty within the jurisdiction of the government whose affairs

he administers presents one of the most difficult of the formal

questions that arise in connection with the general subject of

taxation. Were it true that all subjects lived within the juris-

diction of the government which grants them citizenship, and
that all of the commercial relations from which men draw an

income were limited to the jurisdiction of a single sovereignty,

there would be no reason, so far as residence or the situation

of property is concerned, why the theory of taxation which

levies payments upon persons and property could not be

easily realized. But such is not the fact. Citizens pass

freely from one jurisdiction to another, and it cannot be as-

sumed that the income which they enjoy accrues from a

business or from property lying wholly within the jurisdiction

of a single sovereignty. The difficulties to which this situa-

tion has given rise are, first, the evasion of a duty to pay
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taxes by virtue of a foreign residence, and, second, the dupli-

cation in the levy and assessment of taxes by virtue of the

fact that a citizen may be called upon to make payment where

he lives, while his property is assessed for payment where his

property exists. It will add to our appreciation of the con-

ditions under which a successful revenue system must be

administered if we consider for a moment these two classes

of difficulties.

(i) Difficulties of Administration due to Foreign Residence.—
The simpler of these questions pertains to the various rela-

tions existing between the subject and the sovereign on
account of residence. These relations are three in number
and are as follows:

(a) A citizen may have his domicile within the State to

which he owes allegiance and draw his income from a property

or from a business within the same jurisdiction. This is the

simplest of all relations and in theory at least presents no
difficulties. Under such circumstances a citizen must pay

whatever personal tax is levied ; he must also pay all taxes

imposed upon his property." There is here no possibility of

evasion or duplication, except of course it be traceable to

the bad intent of the citizen in declaring his property, or to

the negligence or ignorance of officers in administering the

laws. Any evasion or duplication under the conditions as-

sumed cannot be charged to the system.

(6) The subject of the State may, in the second place,

live outside the jurisdiction of the State to which he owes
allegiance. A citizen of the United States, for example, may
live abroad, or an individual who has property in one State

may be a citizen of a neighbouring State. In this case the

duty to pay taxes according to the established rule depends
upon the kind of property from which the citizen in question

derives an income. The rule is that personal property follows

the domicile of the owner, and no tax can be imposed by the

home government so long as the citizen maintains a foreign

residence. This, however, is the formal statement of a general

practice. Quite a number of modifications have been intro-

duced in order to prevent the evasion of the duty of paying
taxes by the judicious selection of residence. If the property

from which a citizen secures an income is real rather than

personal, it wiU be taxed at its situs regardless of the residence
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of its proprietor. If the income arises on account of a busi-

ness that has a legal situs, as, for example, a corporation, the

State levies its tax directly upon the corporation. The form
which the corporation tax assumes is of no importance. It

may be upon the capital stock outstanding, it may be upon
gross earnings, or it may be in the form of a franchise tax;

in any case the theory is that he who has invested his money
in a corporation is taxed in the tax to the corporation. It

may be that the business from which a foreign resident se-

cures an income exists within the jurisdiction of the State

in the person of a trustee or an agent, in which case the tax

upon the business is left against the legal representative of

the proprietor. Or, finally, it may be that the income en-

joyed by the foreign resident accrues to him as interest from
investments in government bonds, in which case the tax, or

an equivalent for the tax, was taken at the time the govern-
ment sold its bonds, since, on account of the clause which
exempts such obligations from tax, the price paid was higher

than the commercial capitalization of the income. It thus

appears that, in theory at least, a citizen cannot evade the

duty to pay a tax on account of the fact that he resides

either temporarily or permanently in a foreign country.

(c) The third relation which the subject may hold to the

sovereign in the matter of taxation presents itself when the

subject of a foreign State, living outside the jurisdiction of

the home government, may have availed himself of some of

the public agencies of the home government. For example,

a foreign subject living abroad may be a party to a suit in

the courts of the home government. In this case he is

charged the fees and expenses which are properly regarded

as a form of public revenue. Or the subject of a foreign

government living abroad may fall heir to property which
makes part of the wealth of the home State. Under such

circumstances it is not at all uncommon for the govern-

ment to impose a special inheritance tax upon property pass-

ing out of the jurisdiction of the State. The defence of such

a tax is that, by the transfer of property to the subject of a

foreign State living abroad, the taxable basis of property

is reduced, and the orderly income of the State is thereby

decreased. In order to make good this loss the government
feels justified in imposing a tax upon the legacy equal to the
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capitalization at the current rate of interest of the annual tax-

proceeds of the property.

The relationships here portrayed might be increased in

number by assuming the reverse conditions of the different

cases. But it is not necessary to present in detail such cases.

A fundamental principle is involved, namely, the principle

of international comity. For all practical purposes it may be

assumed that the ordinary governmental services rendered

by one State to the citizens of another for which no direct

payment is demanded will be balanced by analogous services

rendered by a foreign State to the citizens of the home State.

In so far as property is the object of taxation rather than

persons it may be said that the citizen residing aibroad who
receives benefits from the foreign State for which he does not

make explicit payment, has placed the property from which

he derives an income at the disposal for taxing purposes of

the home government in order that the foreign citizen may
receive corresponding services from his own government.

Moreover, the personal and property taxes do not exhaust

the list of possible taxes. Besides these there exist those

taxes which find their way into the price of consumable com-

modities, and these are paid by him who consumes them,

regardless of his domicile or the situs of his property. It

thus appears that the duty to pay taxes is universal, that it

is a duty imposed upon him who receives the benefits of

government, but that in order to secure this payment it is

not always necessary to follow the individual from whom
finally the payment comes. Certain modern governments do

attempt to tax foreign subjects residing within their jurisdic-

tion, but such attempts can only be successful so long as they

are followed by insignificant results. Indeed, the theory of

securing payment immediately from individuals is one that,

in the complex condition of modern society, and in view of

the free migration among modern peoples, is impossible of

realization.

(2) Difficulties of Administration due to Diffusion of Busi-

ness Interests.—The other side of this difficulty presents itself

when one considers the fact that commercial relations extend

beyond the jurisdiction of the taxing body. This is one of

the incidental results of the development of a world's market,

of the rise of corporate enterprises, and of the tendency to-
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ward the establishment of great industries. An illustration

will make this matter plain, which, for purpose of explicit

statement, we confine to the political organization of the

United States. A railway in this country may extend through
several States, and even within the boundaries of a single

State it may come under the fiscal jurisdiction of a con-

siderable number of minor civil divisions. Now it is clear

that much confusion may arise on this account, and that

evasion of payment as well as duplication of assessment may
result from such lack of organization.

An insurance company also, to cite another illustration,

may have its local residence within the jurisdiction of one
State, and it will probably write policies in many neighbour-

ing States. In this case, as in the case of interstate com-
merce, the income is due to transactions which the cor-

poration has with citizens of a 'foreign jurisdiction. Should,

now, the home jurisdiction impose a tax upon the franchise

to its full value, and the neighbouring States impose a tax

upon the earnings of the corporation arising from business

relations with their citizens, it is clear that the corporation

in question would be subject to double taxation. Without
inquiring as to whether this is just or not it is a sufficient

criticism that in this manner the revenue system as a whole
is seriously embarrassed.

Yet another illustration of confusion and possible dupli-

cation in the application of taxing laws under the conditions

described is found in the debit and credit relations existing

between subjects of the several States. A citizen of one State

may, for example, loan money to a citizen of another State,

and secure the loan by taking a mortgage upon property.

If, now, he is taxed upon the mortgage as personal property

by the government to which he owes allegiance on account of

residence, and the borrower of the money is taxed upon the

value of the land mortgaged without deduction for the debt,

it is clear that the property, that is to say, the land mortgaged,

is taxed at a figure in excess of its true valuation.

, It is not designed at this time to discuss the question of

corporation taxes or of duplicate taxation arising on account

of mortgages. Sufficient has been said to make clear the

ifact that modern industrial conditions have outgrown the old

revenue system which rested upon the assumption that both
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persons and property are confined to the jurisdiction of the

government to which they owe the duty of payment. Our
general conclusion, however, will not be modified by the con-

sideration of these questions. The duty to pay taxes is one that

the citizen owes to his own government, but it is not neces-

sary for the government, in securing the fulfilment of this

duty, to follow the citizen in residence or the property in its

situs. It is Hkely that the future revenue laws will consider

the commercial activity of property rather than its situs as

the basis of payment.

52. Principles of Tax Exemption. — Closely connected

with the question of the duty to pay taxes is the question of

tax exemptions. There is one fact respecting this question

which may be stated without fear of contradiction : it does

not He within the idea of constitutional government that

any citizen should be exempt from the duty of contri-

buting to the support of the State on personal or class

considerations. In this regard the conditions which existed

in France previous to the French Revolution, when all taxes

were imposed upon the third estate, the clergy and nobility

being exempt, have entirely passed away. Such exemptions

as exist at the present time must rest on grounds of general

expediency, and be capable of expression in some rule of

general application. No question respecting taxation has

been the subject of fiercer controversy than this one of exemp-
tions, a fact which in itself shows how clearly public opinion

recognises that the duty to suppor*t the State is universal,

and that government is not at liberty to show favours in the

levy of taxes. Tax exemption must apply to some condition

or quality of property, and not to individuals or classes.

Looking at matters as they exist at the present time, it

appears that tax exemptions rest upon one of three con-

siderations. A mere statement of these considerations will

probalbly secure for them general approval.' They are as

follows

:

First. The State should not tax itself. It has no reason

to tax itself, nor could such a procedure influence in any way
its real financial standing. The apparent income might, it

is true, be increased by this means, but the real income would
in no manner be affected. All property belonging to the

State, therefore, as well as all instruments or agencies em-
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ployed exclusively by the State in the performance of its

delegated functions, should be exempt from taxation.

The above rule does not require that salaries of public

officers should be excluded from the rolls of an income tax.

Thus the Federal income tax of 1861, as also the income
tax of 1894, recognised no difference between the salaries

of Federal officers and the earnings of the professional man
or the profits of the business man as a basis for imposing

the tax ; and the laws referred to followed in this regard the

general practice of European states. The reason for making
a distinction between public property and the salaries of pub-

lic officials lies wholly upon the surface. The property is for

the use of the public and discharges its duty to the public

by being used for a public purpose; the salary of an official,

on the other hand, is for his private expenditure as a citizen.

The fact that a salary is compensation for a public service

does not change its private character. Like the fee of a

doctor or lawyer, or the profits of a merchant or manufacturer,

it constitutes a fund for domestic expenditure.

A further consideration in support of this conclusion may
be added besides the one which arises from an analysis of the

nature of the income. Assuming the salaries of public offi-

cials and the incomes of citizens engaged in private pursuits

to have been properly adjusted prior to the tax, the

exemption of officials from the rolls of an income tax

would tend to disturb established relation between the

various classes of income. It would be equivalent to a

rise in the salaries of public officials. It is of course true

that were the tax in question permanent, so as to be rightly

considered a fixed charge on income, an exemption of public

officials might ultimately result in a relative decrease of public

salaries ; that is to say, the tax would be borne by this class

of citizens, although their earnings would not be listed among
taxable incomes. As the income tax is used by modern
States, however, it cannot become a permanent charge at a

fixed rate, and on this account it has come to be the general

practice of nations to refuse to exempt the salaries of paid

officials from taxation.

A curious case arises in the United States in connection

with the taxation of salaries of public officials on account of

the peculiar relation which exists between the Federal Govern-
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ment and the State governments. It is very properly as-

sumed by the courts that neither grade of government should

be jeopardized by any act of the other. Each is sovereign

within its own jurisdiction, and the integrity of the State as

constituted demands the continued exercise by each grade

of government of all powers and privileges with which it has

been intrusted. Reasoning from this premise, it has been

held that the salaries of officials paid by one grade of govern-

ment cannot be taxed by the other, since, in view of the fact

that " the power to tax is the power to destroy," this would
give to either government the power to destroy the agencies

by which the other is alone capable of performing its public

duties or of continuing its active existence. With this ex-

ception, however, salaries of public officers are subject to

taxation.

The query may arise, in case a government is engaged in

an industry which competes with a private industry, if it

would be just to a private industry to impose a tax upon it,

while the public industry is exempt from taxation. Such an

exemption would without doubt be unjust were the State to

administer the industry in all respects as it would be ad-

ministered by the private corporation. But, as has already

been pointed out, it is impossible for the State to ignore the

fact that it is the depository of the sovereign power, and that

it stands for the common interest of all the people, even when
it undertakes the management and the control of the indus-

try. The competing industry under private management,
therefore, need not fear the competition of the State, even

though public capital be exempt from taxation, provided

only that the principles laid down for the conduct of a public

business be conformed to. There is no necessity, therefore,

for the purpose of securing equity between the State and its

competitors in a business that the former should tax its own
instruments of production.

It is common for States to exempt from taxation the bonds
which they issue, the exemption being made a part of the

contract between themselves and the public creditors. This

provision has been subject to much criticism. Its defence,

however, lies in the fact that a bond which guarantees per-

petual exemption from taxation will bear a much higher price

than a bond subject to the uncertainties of subsequent taxa-



PRINCIPLES OF TAX EXEMPTION. 319

tion. It is usually the case when bonds are issued that the

government is in pressing need of funds, and on this account
it is deemed wise to draw the contract in such a manner that

the bonds will sell for the highest possible price.

Second. The second consideration asserts that property

which is believed to assist the State in the fulfilment of

its public functions should be exempt from taxation.

There is here introduced for the first time a very im-

portant consideration. In matters of taxation the financier

is obliged to recognise the actual condition of public

opinion. This opfinion may rest upon a satisfactory

basis or it may not. The fact of its existence is for some
purposes sufficient to control the judgment of the financier;

for it must be remembered that he desires, next to the at-

tainment of a system of equitable taxes, a system that will

work smoothly and efficiently, and on this account the deep-

seated prejudices for or against any particular suggestion will

ever remain an important consideration in the drafting of tax

laws.

Applying this principle to the case in hand, it follows that

church property, property of educational institutions and in

general of all corporations or associations which are engaged
in rehgious, educational, or philanthropic enterprises, should

be exempt from taxation. There is, however, this limitation,

which is manifestly just, that the exemption attaches only

to such property as is strictly used for the purposes named.
In case of a church society, for example, its house of worship

would be exempt from taxation ; but if the society in its cor-

porate capacity own productive property from which it derives

a revenue, such property would be subject to taxation.

Third. The State should not tax capital regarded as es-

sential for ejttending the source of future income. It will

be remembered by referring to the Introductory Chapter of

this treatise that one of the fiscal axioms laid down asserts

that a sound revenue system will not impair the patrimony

of the State. This third class of exemptions is but an appli-

cation of this general principle. The duty of the financier

is not limited to the getting of revenue, but he is obliged to

get revenue in such a manner that the source from which

it is derived shall never be exhausted. He must hold in

mind the needs of the future as well as of the present, and
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is therefore debarred from employing the taxing power iii

such a manner as to dry up the springs of present revenue

or to hinder the development of an enlarged supply.

One of the most common facts in connection with modern
systems of taxation is the exemption of incomes and property

below a certain amount, and many financiers justify this

exemption on social considerations. It is not right, they say,

to call upon a citizen to contribute to the budget of the State

until the necessary domestic budget has been provided for.

Without admitting any man's right to live in the modern
State without contributing to its support, a modified appli-

cation of this principle may be defended on purely fiscal

grounds. The surest source of public wealth is a lively hope
and a healthy expectation on the part of the great body of

citizens, and in so far as exemption of low incomes and small

salaries from taxation induces to the conditions from which
this hope springs such exemptions will tend to the expansion

of a nation's wealth. If this be true the exemption of small

incomes from direct taxation, as also of the property of

those who relatively are poorly able to pay for the support of

the State, must ultimately result in the development of a

source of wealth from which the 'State may expect to derive

an increased revenue.

Another application of this same principle is found in the

exemption from taxation of mechanics' tools. These are

not only the means of his livelihood, but they are the means
by which he secures funds to pay his share for the support

of the State. Their possession is an essential part of the

ability of the workman to gain a livelihood, and for that

reason are exempt from all ordinary liens and attachments.

These two illustrations indicate the reason for this third class

of exemptions. It is not conceived that the needs of a govern-
ment can ever become so pressing as to warrant the levy of

a tax that will depress the wealth of the nation or impair
the ability of citizens to secure, an income.
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The question of apportionment of taxes leads to a con-

sideration of the relative duty of citizens to pay for the sup-

port of the State. The student is not left entirely to

speculation respecting this subject. As has been already

pointed out, it lies in the nature of a tax, and of the political

conditions in which taxation presents itself as an important

public problem, that payments for support of the State should

be equitable as between citizens. The principle of apportion-

ment, therefore, according to which this duty is assigned,

must recognise all those complex relationships which modern
philosophy finds in the phrase pohtical equity.

63. Special Reasons for Equitable Apportionment.—No
argument is needed to enforce the conviction that taxes

should be apportioned on the basis of equity, but a few

words may be added to render yet clearer the nature of this

necessity. The power to tax is a sovereign power, and its

exercise should be equitable for the same reason that every

321
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act of government should conform to what is fair and just.*

Now that the personal sovereign is no longer a menace to

the rights of the people, the importance of relative justice

as between citizens is the strongest apology for popular

government. This demand for equity, therefore, finds its

ultimate sanction in the structure of the State itself, and when
used in connection with taxation it is merely an application

to a specific case of a fundamental conception respecting

popular government.

It is possible, however, to discover a more commonplace
reason for an equitable distribution of payments. Taxes are

frequently spoken of as burdens, and there is no objection to

such a use of language, provided the phrase is employed in

the same sense as when speaking of any of the necessary items

of expenditure in the domestic budget. If the payment of a

coal bill or the quarter's rent be a burden, then is the pay-

ment of a tax a burden. Using the phrase in this sense it

is clear that the payment of any definite amount, the various

expectations from life due to a customary standard of living

being for the moment dropped from view, is felt to be a

burden in proportion to the size of the fund from which it is

made. The burden of a payment is measured by what is left

after the payment, rather than by the amount paid. It is

the surplus over the necessary expenditures of life which
minister to the developing, and therefore the most keenly

sensitive, wants. This is the explanation of the universal

opinion that where fortunes vary equal payments would not

be equitable as between citizens ; and the commonplace argu-

ment for equity in matters of taxation, to which reference

was made, rests upon the assumption that the relief to

him who fails to pay his just share is not as great as the

burden which this relief imposes on some other member of

the community who on this account pays more. Equity in

the apportionment of taxes, therefore, reduces the burden for

the support of the State to its minimum, just as a scientific

adjustment of straps and buckles by which a knapsack is

slung to a soldier's back makes the load carried as though
it were light.f It thus appears that a just system of taxation

is equivalent to economy of social energy, from which it fol-

* The student of course recognises this as coming from Mill.

+ A common simile of German writers.
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lows that the principle according to which taxes are appor-
tioned may have a very direct bearing upon the rate of social

development.

The above thought may be pressed yet a step further by
showing more specifically how equity in the levy of taxes bears
upon the development of a nation's industries. A payment
of any sort works its way into industrial conduct through the
incentives to industry resulting from the satisfaction which
follows the payment in question. The labour which will be
undertaken in the future depends in large measure upon the
degree of satisfaction resulting from the labour of the past.

This, tempered, perhaps, by the instinctive hopefulness of

mankind, is the fundamental law of industrial conduct. Is

it not, then, clear that an inequitable a.pportionment of taxes,

which deprives him who pays too much of more satisfaction

in the expenditure of his income than it adds to that of him
who pays too little, results in weakening the aggregate of

the motives to industrial activity ? Thus the universal ex-

perience of nations, that one of the surest ways to encourage
industry is to adjust the fiscal system to the demands of

equity as between citizens, finds upon analysis a psycho-
logical basis.

There are, then, three reasons why equity should control

apportionment. It is demanded by the accepted govern-
mental principles of free states ; it is essential to the economy
of social energy; and it is important as a means of present-

ing motives to industry in the most effective manner.
54. Analysis of the Bales of Apportionment. — It is

one thing to conclude that equity should give character to

apportionment; it is quite another to discover an intelligent

and at the same a workable rule for the attainment of this

end. Some progress in this direction was made when con-

sidering the theorist's definition of a tax, since it was there

shown that a tax could be considered neither as the price

charged for public service nor as an equivalent paid for value

received. On the other hand, it was concluded that a tax

is a contribution to a common fund designed for a common
end. Manifestly, the principle of apportionment adopted will

ally itself to the accepted conception of a tax ; and we might,

therefore, in strict logic, proceed at once to inquire what
theory of apportionment is bound up in the statement that
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a tax is a contribution. This, however, would exclude cer-

tain considerations capable of throwing considerable light

upon a difficult problem. It would also result in an opinion

arrived at from theory alone, ignoring those practical con-

siderations which so largely control in matters of finance,

and which do not present themselves until one begins to

trace the consequences that follow the application of the prin-

ciples adopted.

(i) Apportionment and the Cost Theory of Taxation.—

A

moment's consideration is adequate to show that the duty to

pay for the support of the State cannot be assigned to citizens

according to the cost to government of the service rendered.

The fact that this cost cannot be specialized is of itself final

against such a rule. Protection, for example, consists in

creating and maintaining a condition of security in society,

and its cost cannot be divided up and parcelled out. The
law undertakes to arrest and punish every criminal, no matter

what the cost may be, neither as an act of retribution nor

to enable him who suffered the wrong to enjoy revenge,

but because every miscarriage of the law tends to destroy

the conditions under which life is secure. " The value of

government to any man is proportioned to the completeness

of the protection it extends to all men. If it undertook to

protect only those who contribute to its cost, it would thereby

breed lawlessness and invite anarchy." *

The error underlying the rule that taxes should be appor-

tioned to cost is further shown by applying it to the protec-

tion of property. All property is not of the same sort in

that its protection does not occasion the same expenditure.

More litigation, for example, arises respecting property that

exists in the form of a patent privilege, a franchise, or any

sort of a grant whatever, than is the case respecting property

open for investment to all who possess free capital. The
State could not, however, on this account impose heavier

burdens upon it than upon ordinary property. A better illus-

tration may be given : Security of property depends in large

measure upon the enlightened self-interest and moral sense of

the community in which it exists. Where the grade of intelli-

gence is low the cost of protection is high ; where the grade of

* Cooley, Principles that should Gcvrrn in the Framing of Tax Laws,
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intelligence is high the cost of protection is low ; but, provided

two such communities have intercourse with each other, it

is of as much importance to the community where property-

is secure that property be protected in the community where

it is exposed to danger, as that its own property should be

guarded. Here, again, as in the case of protection to life and

limb, the end of government is to maintain a condition of

security, and it is easy to see that the protection of property

on the borderland of attack is essential to the security of that

which on account of its situation is relatively less exposed.

The rule of apportioning taxes according to cost is not

capable of realization.

Moreover, the theory on which it rests fails to har-

monize with one's ideas of equity and justice as between

different classes of property or property differently located.

It is not fair that property which already carries a burden

on account of the fact that from its nature or condition it

is insecure should be imposed with unusual taxes, when its

protection is essential to the security of all property in the

community. To apply the principle of cost in the levy of

taxes would be to call for heavy payments from the weak
in order to render small the payments from the strong; and
since the payment is a coerced and not a voluntary payment,

such an assignment of the duty to support the State cannot

be regarded as equitable employment of public authority.

No government, so far as the writer is aware, undertakes

to apply strictly the rule of apportionment now under con-

sideration. But there are many instances in which the prin-

ciple of cost is permitted to shape in a very marked degree

financial policy. Indeed, a survey of the taxing system of

modem states offer some warrant for the generalization that

according as a people has emerged from feudalism at a re-

mote or recent date, so will be the extent to which taxes

are apportioned on the basis of cost. In England at least,

where feudalism was abandoned in the sixteenth century,

very little is known of the specialization of public services;

while German peoples, from whose administrative regime the

influence of feudalism has not yet passed away, consciously

recognise the rule that payment for the support of the State

should be adjusted to cost. The classifications of service

which permits the theory of specialization to be realized are
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both interesting and instructive. The one here givet, is

taken from the Austrian writer, von Hock. According to

von Hock the services of the State are regarded as embraced

under three classes, as follows

:

First. Every one who acknowledges himself as a loyal sub-

ject of the government enjoys from the State protection of

person, the care of the State for safety, and for the preserva-

tion of general order, for cleanliness, and freedom from

disease; he enjoys also the dignity and sense of importance

which comes with the strength and reputation of a nation,

and avails himself also of the privilege of carrying on an

industry, trade, or profession within the State which would

not be possible except the State exist. These and other like

services are personal and direct. They are rendered to rich

and poor alike, and should on this account be made the basis

of the personal tax.

Second. Whoever has possessions in a State and invests

his property in an industrial calling enjoys the protection of

the State for his property and his industry ; the courts enforce

legitimate contracts and guard him against all fraudulent

procedures ; he enjoys the advance in the value of property

that accrues on account of the growth of society ; or, without

further specification, reducing all these services to a common
basis, each citizen enjoys a given income under the protec-

tion of the State and in part because the State exists. This

class of services is made the basis of the income or property

tax.

Third. In addition to the above there are a large number
of special and peculiar services which the State renders to

individuals. Public education, the building of highways, the

transmission of news, the conferring of honours, the recording
of mortgages, and the like, are illustrations of the services in

question. Being special in their character, they should, ac-

cording to the purchase theory of taxation, be made the

basis of a special payment.*

Should one insist on proceeding from the quid pro quo

theory of taxation he probably could not find a better classi-

fication of public services for that purpose; a good classifi-

cation, however, does not set aside the errors in theory or the

* Die oeffentlichen Abgaben und Schulden, pp. 15, 16.
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difficulties in administration incident to this conception of

taxation.

(2) Apportionment and the Benefit Theory of Taxation.—It

has also been the claim of many writers that taxes should be
apportioned on the basis of the value of services to citizens.

This is the principle of apportionment corresponding to the

benefit theory of a tax. Among the practical results of an
attempt to apply the value theory of apportionment would
be the imposition of excessive taxes upon those who are least

able to support them. It is undoubtedly true that the guar-

dianship of a just government is appreciated' most intensely

by those who are least, capable of protecting themselves.

As stated by President Walker, " those who derive the

greatest benefit from the protection of the State are the

poor and the weak—women and children, and the aged;

the infirm, the ignorant, the indigent." * Not only is this

true of the original and fundamental functions of govern-

ment, that is to say, the protection of life and property, but

it is equally true, indeed in a more marked degree true, of

the higher activities of later appearance, such as education,

recreation, guardianship against the deteriorating influence of

unregulated competition, and the like. It thus becomes clear

that to apply the principle that taxes should be paid in pro-

portion to the value of service would destroy the conditions

which alone justified the State in undertaking the service

in the first place. If taxes for the support of schools,

for example, should be levied to citizens in proportion to

the value to them respectively of the public-school system,

as estimated by citizens of varying incomes, no sound reason

could be urged why the State should undertake to provide

public schools at all. It is because the education which the

rich will naturally provide for their children may, with a very

slight addition to the cost, be made the common possession

of all classes that the State assumes the support of schools.

It may be urged that the poor should pay for the increment

of cost arising from the extension of facilities for instruction

;

but to call upon them for payment in proportion to their

estimate of the value to them of a system of free schools is a

reductio ad absurdum. It would cause the schools to dis-

* Political Economy, p. 490.
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appear, yet this is what the benefit theory of taxation logi-

cally applied would lead to.

The theory of apportionment now claiming attention will

be recognised as unsound if, in addition to noting its prac-

tical results, one observes that it calls for an estimate of

what is beyond estimate or for which there is no comparative

basis of estimate. Government is essential to civilized exist-

ence and there is, therefore, no basis for calculating the value

of the services which it renders. " If government," says

Judge Cooley, " were something to be taken up or dispensed

with at the option of individuals, that method of estimation

would take on a dififerent appearance ; but when the existence

of a government in some form is confessedly something al-

ways to be assumed, it is clear that there can be no basis

for an estimate of its value as compared with that condition

of things in which there should be no government at all. It

is true that if a theory valuable for practical application can

be deduced from any imaginary state of things, there is no
reason in the baselessness of the assumed facts to preclude

our availing ourselves of it. The theory that government is

founded in contract may answer a good purpose, though
historically it is baseless. But so long as it is impossible

to estimate the relative value of government to person and
property, and impossible to collect taxes according to it if

the estimate were practicable, it is manifest that any theory

of taxation drawn from an impossible comparison of a state

of society under settled government with an imaginary state

of things when no government exists must be absolutely

without practical value." *

(3) Apportionment and the Contributory Theory of Taxa-
tion.—It is hoped that the foregoing considerations have

served to impress upon the reader the conception of soli-

darity in modern society, and of common interests which do
not admit of segregation either as a cost to the government
or a value to the citizen; for it is under the influence of

this conception that the true theory of apportionment must
be developed. A tax is a contribution from private funds

to the public purse, and the principle according to which
the government should determine for each the amount of

• Cooley, Principles that should Govern in the Framing of Tax Lawt,

p. 4.
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his contribution is found in the expression that each citizen

should pay for the support of the State in proportion to his

abiHty as compared with the ability of others.

Should one ask why ability is accepted as the basis of

apportionment, perhaps the most satisfactory reply would be
that it approves itself to the moral sense of men in all cases

where common expenditures are met by means of contribu-

tions. A church, for example, in which the sense of duty
in the matter of payments is more highly developed than in

any other voluntary association holds it as a common law of

religious sentiment that the rich member should pay more
for common ends than the poor member; and the measure
of his greater payment is his ability, all things considered, to

bear the payment. This is the New Testament doctrine of ser-

vice, and its acceptance as a canon of taxation shows that the

modern science of finance recognises one of the fundamental
principles of Christian ethics. Not alone in the church is

this rule of service recognised, but in all voluntary associa-

tions, whether temporary or permanent, it is admitted as a

principle of action, provided only the association acknow-
ledges a sohdarity in the interests of its members.* It may,
then, be asserted without further comment that the rule of

apportionment which calls for the levy of taxes according

to the ability of citizens to pay finds its sanction in the

moral sense of the community, and this in all matters of

social rights and sdcial duties must be accepted as final.

The inquiry may perhaps be raised, in view of the fact

that the contributory theory of a tax was not granted ap-

proval until comparatively recent times, whether modern
peoples are influenced by finer conceptions of justice and
equity than was the case in the past. This may possibly be

true, but the acceptance of the principle that taxes should

be levied according to ability, in place of the " cost " or the
" benefit " theory of apportionment, does not prove it to be

true; inasmuch as a consideration of the social and indus-

trial conditions under which these abandoned theories were

* A club with annual fees does not commonly realize solidarity of

interest. Should this however be the case in some particular instance,

a club would still have no need to recognise ability of members in

securing means for pecuniary support, since its members are all of the

same class and consequently equal payment for club expenses becomes

equitable payment as between club members.
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held will show that they were capable at the time of securing

substantial justice as between citizens.

Consider, for example, the rule upon which the colonial

taxation of Massachusetts rested. " Every man's life," it was
asserted, " is equally dear to him, and every man should pay

equally for its protection; every man's property is equally

dear to him, and every man should pay for its protection in

proportion to its amount." The society which this rule held

in view was early New England society, and the time the last

part of the last century. There was at this time a rough
equality in respect to property as well as social status, and
on this account the principle of apportionment to which
Massachusetts statesmen gave their approval would lead to

payment for the support of the State in proportion to ability.

The same rule applied at the present time would not result

in adjusting the burden of taxation in proportion to the

relative ability of citizens. It is the new social and indus-

trial conditions which make it necessary to abandon the
" cost " and the " value " theories of apportionment, and not

the development of a finer sense of justice among men. It

is true that a higher phase of social ethics is in process of

evolution, and that the necessity of giving expression to the

contributory theory of taxation is one of the results of that

evolution, but to claim that payment for the support of the

State in proportion to ability is a newly developed moral

concept would be to cast suspicion upon the rule of appor-

tionment for which we are now contending. It is much
more convincing to say—what, indeed, is true—that the

equity of the rule that taxes should be paid in proportion to

ability has been universally approved by the moral sense of

mankind, but that never until recently has there been any

need for the formal expression of the rule as the basis of

apportionment. It is the complex character of modern in-

dustry, its stratification along the line of property rights, and

the great disparity of riches, which brings into prominence

the principle that taxes should be paid according to ability.

Not only, therefore, does this theory of apportionment rest

upon the moral sense of the community as it now exists, but

it appeals for support to the conscience of the past. The
first struggle which arose respecting taxation was to establish

the rule that all men should pay something; the question
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of the present is to devise a system by which men may be

made to pay according to their abilities.

One further thought may be expressed with regard to

the principle of apportionment now under consideration. It

finds an added sanction in the fact that it is the complement
of the theory of distribution which both individualistic and
socialistic economic philosophy recognises as just and equi-

table. Communists assert that product should be distributed

according to need; all other schools of writers claim that

product should be distributed according to efficiency. If, now,

the product of the industrial organization is to be distributed

according to efficiency, what more natural than that the pay-

ment for the support of the State, which alone renders in-

dustrial association possible, should be made according to

ability ? The financial principle of apportionment accord-

ing to ability is thus observed to be the counterpart of the

economic principle of distribution according to efficiency.

Whether or not the financial principle would fall were the

economic principle to be abandoned need not here be dis-

cussed; it is sufficient to notice the close connection which

exists between the principle of public and of private economy,

and to recognise that each receives a presumption in its

favour from the acceptance of the other.

It is believed that the above considerations warrant the

conclusion that equity in taxation means the assignment to

citizens of their duty to support the State in proportion to

their respective abilities. This is by no means a simple con-

ception, as will be shown by the analysis which follows, which

has for its purpose to discover in what manner the ability of

the citizens to pay for the support of the State may be deter-

mined. The point at issue in this analysis is the following:

Is ability measured by the amount of property a man
possesses or the income he enjoys, or does it increase at a

rate more rapid than the increase in his property or his

income ? Does payment according to ability demand the

acceptance of the proportional or of the progressive prin-

ciple in the apportionment of taxes ? The modern tendency,

as shown by tax reforms during the past twenty years, is

toward greater reliance on the progressive principle;* that,

* Cf. Seligman's chapter on "Recent Reforms in Taxation" ia

Essays in Taxation.
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however, does not prove the principle to be a sound one,

although it may raise a presumption in its favour. The
question as thus presented calls for careful analysis.

55. Kespecting the Fund from which Taxes are Paid.—

Before considering directly the relative merits of these two

principles of apportionment it may be well to speak of the

fund from which taxes flow, of the relations between income

and property as the basis of a tax, and of the various forms

in which the progressive principle of taxation may present

itself.

(i) Characterization of Income.—Speaking analytically, all

taxes must be paid out of income, and, if properly under-

stood, out of net income. The word income needs no further

definition than that implied in the definition of a tax already

given, which asserts that a tax is a derivative revenue. The
rent, the royalty, the interest, the dividends, the profit, the

salary, the wages—these are all funds which, according to

the phraseology of contracts, stand for income. It thus ap-

pears that an income is a sum of money which comes in to

an individual or corporation during a definite period of in-

dustrial activity. We may assume this period to be the year.

It is then the amount which during the year will come to

be at the disposal of the citizen, and which may be used in

current expenditures or in an extension of investments.

From the individual point of view, therefore, it is the net

income and not the gross income to which the State must
appeal. It is the income that limits domestic expenditure,

and not the income that measures the volume of business,

that must be made the source of payment to the State. The
phrase " gross income " cannot properly be employed except

for a business which has " operating expenses." To accept

gross income as the measure of the possible expenditures

for consumption in any direction whatever has been the first

step to the ruin of many a business man. A tax, therefore,

whether in the form of an income tax, a property tax, or

any kind of a tax whatever,* must, so far as the individual

is concerned, come from the net income, for the same reason
that rent or payment of the grocer must come from that

fund. This is in harmony with the idea entertained through-

* A possible exception to this statement makes its appearance ia

connection with the corporation tax.
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out this treatise, that a tax is, or at least should be, a neces-

sary item in every domestic budget. It is true that a tax

may be paid out of the saved inconf^ "pi past years ; but
such a practice could not be followed i Very long without
ruin, and on this account the contingency is not recognised

in the discussion which assumes an annual payment in per-

petuity. The revenue of a State must flow from the product

of current industry, and in so far as the State permits this

product to be distributed among producers before it demands
its share (that is to say, in the case of derivative as dis-

tinguished from direct revenue) the fund from which this

revenue is derived must be a net revenue of citizens.

Care has been taken to explain this phrase " net revenue "

so that its use in this treatise will not be confounded with

other uses of the same phrase. We have already noticed in

connection with the theory of tax exemptions the claim that

a " minimum of existence " should be allowed to the citizen

free of tax, and discovered that this argument in favour of

such exemptions rests entirely upon considerations of fiscal

expediency. The " minimum of existence," assuming for

the moment such a thing to exist as an economic category,

must include a contribution to the cost of collective living.

If then it be true that taxes flow from net income, it is evi-

dent that the necessities of physical existence should not be
deducted from the year's earnings before the net income sub-

ject to taxation is determined. This, however, is in effect

done by a large class of writers. " It is confiscation," says

Professor Rogers, " to levy a tax on what a man cannot

save." His reasoning is the same in kind, though not so

clearly put, as that of Justi, who in 1755 wrote as follows:
" In the adjustment of taxes great regard must be had to

the poor and the less well-to-do subjects, for it cannot be
said that these classes earn anything since, even if they

obtain their most pressing necessities and their subsistence,

it cannot be asserted that they earn anything so long as they

have nothing left over." * Whatever may be said in favour

of an exemption of the necessities of life from the point of

view of an eighteenth-century monarchy, or however im-

portant as a means of agitation for the redress of abuses in

the taxing system of the time, it is certainly illogical, now

* Quoted from Cohn, Science of Finance, p. 329.
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that the State is conceived to be the people organized as a

government, to define taxable income in such a manner
that the cost of government lies outside the normal expendi-

ture of citizens. Net income, therefore, as used in this

discussion means the personal income of citizens from what-

ever source or in whatever amount.

Nor, in the second place, is the phrase " net income " to be

confused with the " net product " of the physiocrats, or the
" surplus revenue " of the socialists, or the " unearned incre-

ment " of the single-taxers. The physiocratic theory of the

net product was, as a matter of fact, the forerunner of the

minimum-of-subsistence theory in taxation entertained by

English economists, although it was developed, nominally

at least, in the interest of a State that had impoverished it-

self by the levy of excessive and inequitable taxes. For the

same reason that a manufacturer considers it bad policy to

cut down operating expenses so far as to impair the efficiency

of his plant, it was regarded by the physiocrats as against the

interests of the State to encroach upon the necessities of

existence for the industrial classes. Such a policy, it was
urged, tended to decrease the net product from which all

sterile members of society must live, the State among the

rest. It frequently occurs that an erroneous analysis does

valiant service in the correction of practical abuses. Such
was the case with the pre-Revolutionary theory of taxation,

for it showed that the general prosperity of a people is neces-

sary to a full treasury, and in the course of its reasoning it

was made clear that an art)itrary taxing system is a burden

to trade. No truths could have been more pertinent to the

times, and the fact that the analysis by which these conclu-

sions were reached appears strained to the modern student

shows more clearly than any other single fact how radical

is the change in the ideas of men respecting the nature of

the State. There is no need, under modern conditions and

in view of the prominence given to equity as a prime requisite

in taxation, to make use of the assumption that the source

of public revenue is a net product to the industries of the

whole people in order to impress upon government the im-

portance of granting to citizens an opportunity to attain

economic success.

The theories of taxation which rest on the assumption
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that interest and profit are built out of a " surplus value

"

over the earnings of labour, or that rent is an "unearned
increment " to the owner of real estate, likewise fail to com-
mend themselves to the broad view with which equity in

taxation is now being considered. The source of revenue to

the State through taxes is income to the citizen, and to lose

sight of this fact is to invite the patent-medicine financier

to exhibit his wares. If social conditions are unsatisfactory,

if industrial relations are wrongly adjusted, if the law of

private property serves to oppress the propertyless, reform
should be addressed to the conditions, the relations, or the

laws in the case. It is in the highest degree illogical to

suffer the causes of an inequitable distribution of wealth,

or of a tyrannous use of private property, to continue, and
then to indulge the illusion that the evil consequences may
be averted by some peculiar use of the taxing machinery.

This is the practical result of a clear appreciation of the

source from which the State secures revenue through taxes.

Professor Cohn, who agrees in the main with what has

been said, makes use of the word income rather than the

phrase net income as indicating the source from which
revenue by taxation springs.* The difference is in the choice

of expression and not in the content of thought. It has

seemed to me important, in making selection of language, to

hold in mind the science of accounts, and to adopt the phrase-

ology of the " income account " as drawn up by the book-
keeper of a corporation. This will, in the first place, avoid

the necessity of explanation when the corporation tax is under
discussion ; it also expresses clearly the point that operating

expenses incident to any industry must be taken out before

the income available for any personal expenditure can be

arrived at. Inasmuch, also, as the income of one man may
be operating expenses in the receipts of another (as, for

example, the wages paid by the manufacturer), the use of

the phrase net income provides against one source of double

taxation.

(2) Relation of Property to Income.—Another question

which must be discussed before considering directly the rela-

tive merits of proportional and progressive taxation pertains

to the relation of income and property. In general it may be

• Cohn, The Scitnce of Finance, Book II., Chapter II.
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said that the value of the property is the capitalization of the

income that arises from it at some accepted rate of interest,

the rate of interest in its turn being affected by the probable

permanency of the property, the certainty of the income, and

the general speculative conditions which exist. If this be

sound, it follows that an income tax and a property tax

amount to one and the same thing, except that the rate on

incomes must be higher than the rate on property in order

that the State may realize a definite amount. It would, how-
ever, require that the word property should be expanded
beyond its ordinary meaning to thus identify these two ob-

jects of taxation. A lawyer or a physician, for example, may
have no property in the common use of that word and yet be

in receipt of a very considerable income. It would be theo-

retically possible to capitalize this income and convert it

into a property for securing a basis of taxation, but it is

simpler, at least for the purpose of discussing proportional

and progressive taxation, to reverse the process and to accept

income as the basis of comparison. The only danger in pro-

ceeding in this manner is that it may lead to the impression

that the argument is in favour of an income tax as the best

sort of a tax, but the mere mention of this danger will enable

the student to avoid it.

At this point another query emerges. Is all property

giving rise to incomes of the same sort, or must property

itself be classified before the rule of apportionment may be

applied ? This is important because, if incomes equal in

amount are recognised as possessing different economic
qualities, it may be that equity will demand a different rate

according to the economic character of the income in question.

To put this query in a definite form : Is a terminable annuity

the same for the purpose of taxation as a perpetual annuity ?

A promise of $10,000 a year for ten years is certainly worth
less than a promise of $10,000 a year for ever. The present

value of the one on the basis of 5 per cent interest is $71,078,
while that of the other is $200,000. Why, it may be asked,

should not that which is worth more pay more ? The answer
is that it does pay more. The permanent annuity pays annu-
ally for ever ; the terminal annuity, on the other hand, ceases

to pay at the end of ten years.

In the above case it will be observed that both classes of
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income are equally certain, but the reply does not seem quite

as satisfactory when urged in favour of rating a personal in-

come as high as an income from property ; for a personal in-:

come, like salary, profit, wages, is not only terminable, but

uncertain as well. The continuance of a personal income de-

pends upon the ihealth and vigour of him who receives it, and
on this account would not capitalize for its full arithmetic value;

and, more than that, it comes only through continued exer-

tion, while the property income is independent of the exigen-

cies of health or the burden of labour. It seems necessary,

therefore, to concede that a strict application of the rule that

taxes should be levied according to the respective abilities

of citizens will result in a lower assessment of the personal

income than of the property income before assigning the

rate of taxation. In the application of this rule profit to the

undertaker is of course classed as a personal income.

56. Characterization of Proportional and FrogressiTe

Taxation.—Excepting, then, net income to the citizens as

the source from which taxes are paid, and making allowance

in the assessment of incomes rendered necessary by the dif-

ferent economic character, and, further, putting out of mind
for the present the question as to how incomes are to be

approached by the tax laws, we are at last prepared to con-

sider whether the principle that citizens should pay for the

support of the State in proportion to their respective abilities

demands proportional or progressive taxation.

The difiference between a proportional and a progressive

tax is doubtless appreciated in a general way, but in order

to preclude the possibility of misunderstanding the two forms

of taxation will be defined and illustrated. A proportional

tax is a tax levied at a constant rate irrespective of the

amount of income from which it is paid. If, for example,

an income of $1000 be called upon to pay a tax of $50, an

income of $10,000 will pay a tax of $500, an income of

$15,000 a tax of $750, and so on, the payments being always

a definite per cent (5 per cent in the illustration) of the

assessed income. Should property be the object taxed, a

similar relation exists between the value of the property and

the payment. The payment might, for example, be calculated

at 5 mills on the dollar irrespective of the amount of property

held. If inheritance be accepted as a 'basis of taxation, the



338 THE PRINCIPLE OF yiPPORTIONMENT.

payment would be in proportion to the value of the estate

inherited, the same rate being demanded on a small as on

a large legacy. The idea of the proportional tax seems to

be that the ability of him who makes payment to the State

is measured by the amount of income, property, or capital

which he possesses.

The rule of proportional taxation may also be applied

in the case of taxes imposed on the manufacture or purchase

of commodities designed for consumption, although in order

to conceive this to be true it is necessary to look away from

the tax object to the tax source, and to consider all the articles

of consumption that are included in the list of taxed commodi-
ties. A uniform tax of 5 cents per pound on the importation of

coffee, for example, while realizing in form the idea of the

proportional tax, might, as a matter of fact, necessitate a

higher proportional payment from a small than from a large

income. That is to say, such a tax would be degressive.

One is not, however, at liberty to judge of the principle which
underlies a taxing system on the basis of an isolated tax.

Each commodity taxed must be considered in connection with

the system of which it is a part. Other commodities besides

cofifee might be taxed, and it is quite possible that when to

the tax on coflfee paid by all, since this is an article of universal

consumption, there be added the taxes on comforts and
luxuries from which a man of small income is exempt, the

consumption taxes as such would call for a proportional

payment from the various classes of incomes.

The same line of reasoning would lead one to conclude

that a true conception of the nature of a system of taxation

cannot be arrived at except the aggregate of what a man
pays for the support of the State (due allowance being made
for payments in the form of fees in so far as they are an

offset for services rendered) be compared with the clear

income which he enjoys. This thought is of considerable

importance, as will be seen when the argument that a pro-

gressive tax on certain selected commodities is defensible

because necessary to make the system as a whole conform
to the principle of proportional assessment is subjected to

analysis.*

* Illustrations of systems of taxation said to be progressive are
numerous. For the plans submitted to the American Congress prior to
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It is sometimes assumed that the substitution of the con-

tributory theory of taxation for the benefit theory carries

with it the acceptance of the progressive in place of the pro-

portional principle of apportionment. " If the benefit the-

ory," says Cohn, " is found untenable, . . . then it follows

with the same necessity that the proportional basis of taxation

must be abandoned." * Looking at the matter historically,

there seems to be some ground for such a conclusion, no
matter whether one trace the development of opinion in the

expressions of theorists or in the rules of practice. Professor

Seligman in his monograph on Progressive Taxation clas-

sifies writers of the last two centuries according to the theory

of the tax from which the proportional, the degressive, or the

progressive principle of apportionment is advocated; and
with the exception of five writers (the most important of

whom is Garnier, who advocate progressive taxation as the

logical outcome of the benefit theory), and of four writers,

(the most important of whom is Parieu, who develop pro-

portional taxation from the contributory theory of a tax),

they all conclude their analyses in harmony with the generali-

zation quoted above from Professor Cohn. The great body
of writers range themselves with the one or the other of the

two following classes : first, those who hold that the benefit

theory leads to proportional taxation; or, second, those

who hold that the ability theory leads to progressive taxa-

tion.f

this century see my pamphlet, Taxation in the United States, lyS^iSid.
For a description of the Swiss system of progressive taxation see

QuarterlyJournal of Economics, Vol. I., No. i. This subject is compre-
hensively presented in Professor Seligman's monograph on Progressive

Taxation in Theory and Practice,

* Cohn, The Science of Finance, p. 312.

t It will be interesting in this connection to quote that portion of the

table of contents of Professor Seligman's essay on Progressive Taxation

in which writer^ on finance are classified. As noted, writers are divided

into five classes. The analysis is as follows :

The Benefit Theory Leads to Proportion.

Hobbes, Pufendorf—Sully, Vauban, Petty, Quesnay, Turgot,

Mirabeau, Montesquieu, Montyon—Justi, Adam Smith, McCulloch,

Senior, Sargant—Mirabeau the younger, Thiers, Girardin, Bau-
drillart, Chauvet, Ginoulhiac, Proudhon, Dupont, Batbie, Leroy-

Beaulieu—Schlozer, Harl. Sartorius, KrSncke, Krehl, Kessler,
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It may be of advantage to say a word respecting the

character of the exceptions to the above generalization.

Garnier's idea seems to be that the benefits of the State, es-

pecially those of protection of property, increase more rapidly

than property, from which premise it is of course a logical

conclusion—assuming a tax to be a payment for benefits

received—that the rate for computing the sums due should be

higher in the case of a large than of a small fortune. This is pro-

gressive taxation. It, however, is manifest from the analysis of

governmental functions, or from a consideration of solidarity

in the service rendered by the State, that the assumption upon
which Garnier's conclusion rests is not true. A man's de-

pendence on the State holds no fixed relation whatever to

the amount of property of which he may be possessed, much
less does it increase at a rate more rapid than the increase of

property.

Parieu, on the other hand, maintains proportional appor-

tionment at the expense of logic, being forced to this by his

repugnance to socialism, which he conceives to lie concealed

in progressive taxation. Notwithstanding his deservedly

high reputation as a writer on finance, one is inclined to

imply to Parieu what Oohn says of Rau :
" The proportional

basis of taxation [with Rau and his followers] is nothing

more than an inconsequential conclusion based on their own
inclinations, to which they cling in order to avoid the oft-

portrayed dangers of progressive taxation." * It thus seems

Kremer, Rotteck, Faucher, Braun, Hock—Compagnoni, Boccardo
—Pastor.

The Benefit Theory Leads to Non-proportional Taxation.

Gandillot—Bentham, Forbonnais, Steuart—Sonnenfels, Behr,

Jakob, Lotz, Malchus, Murhard, Biersack—Chailley, Benvenuti
—Sismondi—Condorcet, Gamier, Eisenhart, Judeich—Fauveau.
The Faculty Theory Leads to Proportional Taxation

Bodin, Sheridan, Frend, Parieu

The Faculty Theory Leads to Degressive Taxation.

Mill—Rau, Umpfenbach, Bergius, Pfeiffer.

The Faculty Theory Leads to Progressive Taxation.

Montesquieu, Montyon, Say, DuMazet, Denis, Fauveau—Paley,

Craig, Buchanan, Sayer, Buckingham—SchSn, Held, Neumann,
SchafBe, Stien, Wagner, v. Scheel, Meyer—Pierson, Cohen-Stuart
—Graziani—Piernas-Hurtado.
* Cohn, TAe Science of Finance, p. 312. I am inclined to think that

Cohn does Rau a slight injustice by his failure to distinguish between
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that the exceptions to the generalization that the benefit

theory leads to proportional taxation strengthen the impres-
sion that the duty of a citizen to support the State increases

at a rate more rapid than the increase of his property or of

income.

57. Arguments for and against Progressive Taxation.—
Current analysis respecting the principle of apportionment
centres in the question of progressive taxation. No con-

structive work either in fiscal theories or fiscal legislation is

possible without arriving at some definite conclusion respect-

ing it. If proportional apportionment be sound, the fiscal

system will take upon itself the colouring of those social re-

lations with which it is in harmony; if progressive appor-

tionment be accepted, the revenue system will be adjusted

to a different ideal of social and industrial relations. Nor
does the question lie entirely between the acceptance or the

rejection of the theory of progression, for there are publicists

who aim to realize the proportional principle in taxation by
means of the machinery of progression. The literature of

taxation shows that this subject is approached from many
sides and supported or disapproved for many reasons. It is,

therefore, incumbent upon us to classify the arguments for

and against progressive taxation and to venture a critical

opinion respecting each. We cannot avoid the responsibility

of a conclusion upon this question, which at the present time

seems to be the turning point for so many schemes of fiscal

reform and lines of fiscal analysis.

(i) The So-called Socialistic Argument.—There are those

who regard progressive taxation as a means of bringing

about the equalization of property, or of establishing and
maintaining those conditions out of which equity in posses-

sions will emerge. The argument which these employ is

commonly called the socialistic argument. The end is so

clear and the means to the end so direct that we need spend

no time in explanation.

Besides this brutal method of approach there are many
writers impressed with the idea that an equitable distribution

of property is essential to a well-organized society, and who,

for that reason, contemplate with favour a progressive tax

" payment according to ability" and payment which involves " equity

of sacrifice."
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as one element in a general programme of social reform, or

as a temporary expedient during the time that some com-
prehensive programme of reform is in process of crystalliza-

tion. These, too, are sometimes called socialists. Professor

Wagner, for example, is classed by Professor Seligman as

the " foremost scientific advocate of the socialistic theory of

progression," and he cites in support of this opinion the dis-

tinction which Wagner draws between the purely fiscal prin-

ciple and the socio-political principle underlying public

finance. Professor Wagner, unfortunately, presents this

distinction as marking two historic epochs in the develop-

ment of revenue systems. As an. historic generalization this

is incorrect, but as a concise method of placing two fiscal

principles in comparison with each other it serves a good
purpose. The idea of Professor Wagner seems to be that

the State should no longer content itself with the raising of

an adequate amount of revenue, but in raising revenue should

consider broad social and industrial conditions, and em-
ploy revenue machinery in such a way as to check any un-

healthy influence that may be observed in society, or to bring

about those social and industrial conditions under which
alone the ideal of the nation may be realized. If now it

be conceded that a fair degree of equity in the possession of

wealth is essential to the realization of what is best in demo-
cracy, and if the application of the principle of progression

to the scheme of taxation is adequate to establish such equity,

this concession is conceived by Professor Wagner to be an

adequate justification of the application of the progressive

principle; and, admitting the premises, it is difficult to see

how one can evade the conclusion. This reasoning brings

to the support of the progressive principle of taxation all

those fiscal and social considerations which lie within the

concept of organic society ; and in so far as the contributory

theory of a tax is allied to this conception of social relations

it may be regarded as in harmony with the progressive prin-

ciple.*

• For Professor Seligman's criticisms upon Wagner the student is

referred to his treatise upon Progressive Taxation, pp. 66-70, inclusive.

The vigour of his attacic seems to me uncalled for, but to show the

reason for this conclusion it would be necessary to enter upon a some-
what extended analysis of socialism, communism, and democracy.
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Another argument in favour of progressive taxation,

closely related to the above, rests upon the assumption that

the inequalities of social and industrial conditions are due
in large measure to the failure of government to maintain
equity of conditions as between citizens. Thus President
Walker concedes a theoretic argument in favour of progres-
sive taxation on this ground. He asserts it as an " undoubted
fact that differences of property and income are due in no
small degree to the failure of the State in its duty of protect-

ing men against violence and fraud." And further, " that

differences in wealth are in a measure due to the acts of the
State itself having a political purpose, as treaties of com-
merce, tariffs, currency legislation, embargoes, non-inter-

course acts, etc." His conclusion from these premises is that

in the absence of administrative objections it would be proper
for the State to undertake to redress the evils which have
resulted from its own acts of omission or commission by a

system of progressive taxation. President Walker, however,
as all American students know, was very careful to distinguish

between a theoretic and a practical conclusion.

This argument in favour of progressive taxation is pre-

sented more exhaustively by Mile. Royer, who takes the

ground that it is the duty of the State to compensate indi-

viduals for the accumulated results of legal inequalities.
" The ide'al of distributive justice consists in repairing the

inequalities and the wrongs of nature. So far from attaining

this end, on the other hand, in the past, legislation was fre-

quently contrary to justice and always aggravated these

inequalities and these wrongs. It is necessary at the present

time to compensate in a conservative manner and with pru-

dence the pernicious consequences of past legislation." The
conclusion from such a premise is that the State ought to

impose progressive taxes : and perhaps the only criticism

upon it is that if the premise be true the conclusion suggests

too weak a remedy.

Many other writers there are whose line of reasoning is

similar to that of those referred to. So far as the arguments

Socialism is capable of scientific interpretation and it scarcely seems
right to impute to one who has always presented his analyses in a

scholarly manner, and whose work is highly scientific, reasoning which,

to say the least, is unscholarly and unscientific.
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of extreme socialists are concerned it is certainly illogical

for them to advocate progressive taxation. Their ideal is of

a society in which government is the one great industrial

corporation. Their purpose is the establishment of a society

that does not recognise private property, or, indeed, a private

income except in the form of pubHc salary or public wages.

The extreme socialist approves the centralization of industrial

power, since this brings the industrial organization more
nearly to his ideal. For him, therefore, to advocate such a

use of the taxing power as to obstruct this tendency toward

centralization is illogical in the extreme. Progressive taxa-

tion efficiently carried out would, other things remaining the

same, tend toward the equalization of private incomes and
result in a more equitable distribution of industrial power.

It would be logical for one who defends the institution of

private property, and who believes in the theory of voluntary

initiative in industry, to advocate progressive taxation as an
essential condition to the maintenance of those industrial re-

lations in which his ideal of society may be realized ; but for

the socialist, whose theory of social organization is opposed
to that of voluntary association, such an advocacy is illogical

and absurd.

Professor Wagner's argument is not like that of the

extreme socialist, inconsistent with itself. His system of

thought is discriminating in its application of the theory of

governmental industries. His ideal is that the State should be
placed at the centre of industrial life, not that the State should

absorb all industrial initiative. The essential difference be-

tween him and English economists is the point of view from
which industrial activity is considered and in the broader

motives to industrial activity which he recognises. He may
or may not be mistaken in his judgment respecting the extent

to which the State should undertake industrial functions, but

there is nothing in his system which precludes his use of the

argument that the State may employ progressive taxation as

a means of establishing and maintaining conditions which
are propitious for a normal development of the individual

citizen. Moreover, from the point of view of strict logic

Professor Wagner is justified in urging the theory of pror

gressive taxation because he does not stop in his advocacy

of social reorganization with this peculiar use of the taxing
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machinery. It is not relied upon by him as the sole means
of social reform, but as a check upon the industrial tendencies

during the period in which a general scheme of social reform

is coming into operation. This fact that progressive taxation

in the hands of extreme socialists is illogical, while progressive

taxation as advocated by the " socialists of the chair " is con-

sistent and, so far as form is concerned, reasonable, is of

itself proof that the two schools of thought hold before them-

selves essentially different ideals. The argument in favour of

progressive taxation which rests upon the assumption that

the taxing machinery should be brought under the influence

of ethical and social considerations approves itself to one

who appreciates the solidarity of social interests. How far

it may be wise to depart from the fiscal principle in adjusting

a taxing system is a practical and not an ethical question,

and on this account its consideration is for the present post-

poned.

Practically the same conclusion may be arrived at with

regard to the argument which favours progressive taxation

as a means of redressing the evils of bad government in the

past. Assuming that the plan is capable of realization, no

reason exists in the nature of the case against it. It must,

however, be recognised that this basis of the progressive prin-

ciple is a somewhat contracted one. It is not true that all

fortunes are traceable to acts of omission or commission on

the part of the State, and if the theory of progressive appor-

tionment has no other basis than the one submitted by Mile.

Royer and President Walker it is clear that progressive

taxation must be limited to those fortunes which the State

is directly responsible for having created. This is the weak

point in the argument. Not only can this theory suggest no

rule according to which assessments could be made, but it

fails to appreciate that if undue concentration of industrial

power is a menace to the established order, the source or

occasion of the accumulation is of little importance. As a

specification under the general heading of politico-social con-

siderations these ideas may have some force; but as an

independent argument in support of progressive taxation

they are too limited in their application to be convincing.

(2) Progressive Taxation and Equality of Sacrifice.—While

it is true that the chief interest in progressive taxation springs
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from a desire to equalize industrial conditions, other argu-

ments there are that may be urged in its support. Progres-

sive apportionment is advocated by many writers as a means

of attaining equality in taxation. An illustration will make
this clear. An import duty or an excise tax in order to be

fairly productive must attach itself to the importation or the

manufacture of commodities consumed by the great body of

the people. This means that these taxes are paid out of

modest incomes, and that the proportion which they de-

mand from a small income may be higher than the proportion

which they demand from a large income. Such taxes are in

reality, therefore, degressive and not proportional, and it is

conceived to be necessary to levy unusual or special taxes

upon men of large incomes in order to make their payment

equitable as compared with the payments of men of small

incomes. The progressive income tax, then, or what means

the same thing, the special taxes designed to attack large

properties adjusted to the progressive principle, are con-

ceived as compensatory duties, and are justified as the only

available means of realizing the principle of proportional taxa-

tion in the system considered as a whole. The argument
pertains to administration and not to theory. It furnishes

a justification for progressive apportionment but not for pro-

gressive payments.

This argument is sometimes applied in another manner.

In the adjustment of customs duties it is quite common to

impose a higher rate upon the importation of luxuries than

of the necessaries of Hfe, and the practice is justified by
appeal to the progressive principle. It is impossible to tell

with accuracy whether such an adjustment works progres-

sively or not. The probability is, however, that the high

import duties imposed upon luxuries, even though they are

paid by men of large incomes in addition to their payments
upon the necessaries of life, will not amount in the aggregate

to more than a proportional payment as compared with the

payment from smaller incomes. Such an adjustment is pro-

gressive in form only. The high taxation on luxuries is

justified as a means of realizing proportional taxation. The
practical question as to the ability of government to collect

an excessive impost on luxuries does not here come into con-

sideration.



ARGUMENTS ON PROGRESSIVE TAXATION. 347

Another argument in support of progressive taxation ac-

cepts " equality of sacrifice " as synonymous with " equity in

payment," and concludes that progressive apportionment is

necessary to attain equality of sacrifice. This is an old idea,

and one that has been presented under many forms. The most
simple expression for it is that the burden of the tax is

measured " by what is left after payment " rather than by
the payment itself. Assume, for the purpose of illustration,

a five-per-cent income tax. This would call for the payment
of twenty-five dollars from an income of five hundred dollars,

of fifty dollars from an income of one thousand dollars, and
of five hundred dollars from an income of ten thousand dol-

lars. If, now, this payment, which is calculated by the rule

of proportional and not of progressive taxation, be subtracted

from the income, it appears that in the first case there remains

four hundred and seventy-five dollars out of an income of five

hundred, in the second there remains nine hundred and fifty

dollars out of an income of one thousand, and in the third

case nine thousand five hundred dollars out of an income
of ten thousand. Now, it is asserted that the sacrifice in the

three cases is not equal, but that the payment rests most
heavily upon him who makes the smallest payment. The idea

seems to be that the intensity of desire is greater for the

necessaries than for the comforts and the luxuries of life, and
that a payment which takes from the individual a means of

satisfying the pressing needs of rational living is more keenly

felt than a payment proportionally as great made from an in-

come sufficiently ample to permit one to enjoy all the neces-

saries of life without thought, and to indulge besides in many
of the luxuries. This is the crude way in which the argument
is presented, and one cannot doubt, so far as the psychology of

sacrifice is concerned, that it rests upon an established law of

the human mind.

Scientific support seems to have been given to this argu-

ment for progressive taxation by the recent analysis of Aus-
trian economists. This school of writers start from the idea

that value is a function of utility, and that the intensity of

utility decreases as the commodity in question increases. If

this be true, it follows that one's estimate of the importance

of any given commodity is always in inverse ratio to the

amount of it which he possesses. Progressive taxation on
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incomes, therefore, is necessary in order to maintain equality

of sacrifice in the payment from incomes. The error in this

reasoning, if there be an error, lies in the assumption that

men's estimate of money is subject to the same psychological

rules as their estimate of consumable commodities. The
reason why the value of a commodity to an individual is in

inverse ratio to the quantity of it which he possesses is found

in the fact that the want to which the commodity ministers

is capable of complete satisfaction, and that the intensity of

desire decreases as the appetite approaches satiety. This is

undoubtedly true for goods that are consumed; is it equally

true when money, the representative of commercial power and
industrial force, is the object of consideration ? Most cer-

tainly not. The more money a man has the more he wants,

and not unfrequently the last dollar gained is the object of

keener passionate regard than the first. It is not possible to

apply to money, which is the measure of industrial importance,

the same laws of value that one applies to a commodity designed

to satisfy needs through consumption. Our conclusion, then,

respecting the argument in favour of progressive taxation which
proceeds from the theory that taxes should represent " equality

of sacrifice," no matter in which form it is presented, is that it

is inconclusive. It is no't possible to accept a pyschological

experience as the basis of the rule of apportionment. It is

necessary to distinguish between the phrases " ability to pay
"

and " equality of sacrifice," and to rest whatever rule of ap-

portionment is adopted upon the concept involved in the

former rather than in the latter phrase.

(3) Progressive Taxation and Industrial Development.—The
final argument in support of the progressive principle of taxa-

tion is suggested by the most common of the criticisms lurged

against it. It is very properly assumed that a revenue system
should not act as an obstruction to industrial or social de-

velopment ; on the contrary, it is accepted as one of the marks
of a sound revenue system that it provides the conditions

under which the industrial forces are granted the freest pos-
sible play. Proceeding from this assumption, most English
economists have concluded that progressive taxation would
work to the detriment of society by acting as a discourage-
ment to the accumulation of capital and to the exercise of

industrial talent. This thought is tersely expressed by
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Mill when he says: "To tax the larger incomes at a higher
percentage than the smaller is to lay a tax on industry and
economy." If this be true, the progressive tax cannot be
approved, for it would tend to obstruct the development of

national wealth, which is at once the measure of both national

and individual expenditures.

The application of this idea, in the hands of English econo-
mists is simple and direct. One of the doctrines of English
economy is that industry is limited by capital; another doc-
trine is that wages are in proportion to capital; yet a third

which bears upon this question is that capital is the result of

saving, and that the amount that can be saved is in propor-

tion to the opportunities ofifered for acquiring wealth. It is

not our purpose to criticise these doctrines, but merely to

suggest their bearing upon the question of progressive taxa-

tion. It is undoubtedly true that the strict application of

the progressive principle would increase the rate of payment
for any particular individual until no motive remained for the

individual thus taxed to increase his property; and the con-

tention of the school of writers to which reference is made is

that this will result in arresting the expansion of industry for

the country at large.

Conceding such consequences to be involved in progres-

sive taxation, the opposition of English economists is reason-

able and just, but the advocate of the progressive principle

denies that such results will follow its application. The
causal force for undertaking an industry, he asserts, is the de-

mand on the part of the public for goods or services, and,

provided the application of the progressive principle does not

tend to weaken this desire, one cannot say that it will obstruct

the expansion of industry. It may, indeed, shift the source

of supply, for, in so far as it discourages the expansion

of an industry already large by imposing an unusually high

tax upon an income from such an industry, it will encourage

industrial activity on the part of those whose production is

relatively less and who on that account are assessed at a

relatively lower rate. It may tend to equalize industries; it

will not tend to arrest industrial development. This reply

to the criticisms of English economists upon the industrial

results of a progressive tax is sound for all non-monopolistic

industries, and these, it may be remarked, were the industries
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which the English economists held in mind when formulating

their criticism.

This general line of reasoning is capable of further appli-

cation. Not only is there no danger that national industry

will be discouraged by the application of the progressive prin-

ciple, but there are those who claim that it will receive a

decided stimulus. In the first place, as bearing upon this

point, .it is suggested that the productive years of a man's

life, that is to say, the years which from a social point of

view are truly productive, are commonly the years before

his efforts are crowned with success. A great thought seldom

comes to a man after fifty years of age. This being the case,

it is not entirely a fanciful argument that a tax which dis-

criminates against established success and in favour of current

effort will result in the encouragement of experiment and in

the socialization of the achievements of successful experi-

mentation. So long as saving was regarded as the chief if

not the only means for attaining industrial evolution it may
have been logical to assert that progressive taxation would
embarrass the growth of national wealth ; but when it is

recognised that intelligence, expressing itself in the form of

invention and better industrial organization, is the essential

productive principle, the line of reasoning relied upon by
English economists to controvert the principle of progressive

taxation comes to be an argument in its support.

A second argument also in support of the progressive

principle is suggested by this same line of analysis. The most
serious evil incident to modern industrial life, and an evil

which impedes more than any other the rapid development
of individual well-being and national improvement, is found
in the constantly recurring periods of commercial depression.

The conviction seems to be growing that the fundamental

cause of this phenomenon lies in the fact that the maldistribu-

tion of property in productive machinery brings with it such

a distribution of the product of productive machinery that

current product cannot be currently consumed. If, now, it

be true that progressive taxation imposes a higher payment
upon achieved success than upon effort, thus tending to check

the further concentration of industrial property and to weaken
the motive to industrial expansion on the part of the most
successful, it will result in a more equitable division of indus-
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trial incomes. This in its turn will cause a diffusion of pur-

chasing power in the community and act as a relief to the

stocking of the market.

The third application of this line of reasoning reverts again

to social considerations. It is the design of progressive taxa^

tion to impose special payment upon those who are indus-

trially successful and in this manner to provide the

opportunity of success to the larger number. What influ-

ence, it may be asked, will this exert upon society ? To
trace this influence in detail is the work of the sociologist

and not of the financier. It may, however, be remarked that,

provided the inducements to industrial activity are taken

from men at a period of life when they still have energy to

respond to other interests and ambitions, the result would
not be wholly pernicious. It would not, for example, be

a misfortune if municipal administration should fall into the

hands of men whO' had retired from active participation in

a business life. A leisure class is from many points of view

of great importance to a highly organized society. The diffi-

culty in the past has been that the leisure class becomes
sooner or later an aristocratic class, and for this reason has

been looked upon with suspicion by democracy. The result

would be very different if this class should be based on years

and attainments rather than on birth or inherited property.

These suggestions will doubtless be regarded as products of

the imagination ; and indeed they are. They seem, however,

necessary in order to present completely the concepts which
lie embodied in the theory of progressive taxation. This view

of the case also suggests the error of criticisms like that of

Leroy-Beaulieu, who says that progressive taxation must be

erroneous in principle since its extreme appHcation leads to an

absurd result; a criticism which seems to find favour with

most systems of progressive taxation, as is shown by the

fact that progression stops with a limited application. If

progressive taxation may be used as an instrument to bring

about such social results as are above referred to, there is no
reason why the rate of progression should cease at the time

when the tax is likely to render its most efficient service.

There is no middle ground. One must believe in the

principle of progressive taxation or he must disbelieve in

it; and, so far as the arguments urged in its favour rest
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Upon social considerations, it is clear that they do not allow

an exception to be made in the application of the principle

when the highest incomes and the largest properties are under

consideration.

(4) Conclusion.—It is somewhat difficult to express defi-

nitely the conclusion which should be drawn from the fore-

going analysis of progressive taxation. This is not due to

the difficulty of appreciating the strong and weak points of

each argument as it was presented, but rather to the fact

that the final adjustment of taxes must be determined from

the administrative point of view. It cannot be questioned

that ability to pay is the only just and practicable basis fof

the apportionment of taxes, or that this ability increases with

increasing income at a rate more rapid than the increase oi

the income itself. Nor can it be doubted that, although a

social reform cannot be effected through any conceivable use

of taxing machinery, yet the conditions under which a more
healthful social evolution can take place than is observed at the

present time may result from the manner in which the taxing

machinery is employed. This, as well as the idea of equity,

induces the mind to consent to the principle of progression.

It may further be conceded that the fear entertained by Eng-
lish economists lest the accumulation of capital and the de-

velopment of industry should be arrested by progressive

taxation is not warranted by the facts in the case; but, on

the other hand, that the principle of progression judiciously

applied will tend to invite experimentation and give an oppor-

tunity to energy under conditions likely to be the most con-

ducive to industrial and social development. Each of these

arguments considered by itself seems to warrant confidence

in the theory of progressive taxation. The difficulty arises

when the question is presented in the form of a practical

problem. In what manner can progressive taxation be

worked out ? What is the form of the revenue system which

provides for its easy application ? Is it possible, in view of

the practical conditions to which taxing laws must apply, to

make use o'f this principle of apportionment in the levy and

assessment of taxes ? It is not the design of the present

chapter, which concerns itself exclusively with the theory

of apportionment, to answer these questions. They pertain

to the practical part of the revenue problem. It is possible
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that subsequent analysis will present such trenchant criticisms

upon the taxing system as it now exists that the student

will be led to demand a complete renovation of the revenue

policy. At any rate it will be wise to proceed to the analysis

of taxes rather than at the present time to inquire whether

or not the principle of progression is applicable to a taxing

system. The principle seems capable of defence ; to what ex-

tent it may be applied can only be determined after making
clear the character of the revenue system by means of which

it is to be realized.
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58. Selection of a Principle of ClasBification.—^The most
serious difficulty in drawing up a classification to be used

in a scientific investigation lies in the selection of a principle

or characteristic according to which facts may be grouped.

Manifestly the most significant quality of the data under ob-

servation should be pressed into service, but experience shows

it to be no easy task to discover at the outset this character-

giving element. Taxes have been classified in many ways,

but, without passing these several methods in review, much
less subjecting them to criticism, it will better serve our pur-

pose to proceed at once with the classification that fits into

354
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the peculiar conception of the subject entertained by this

treatise; for, in every work upon taxation not a compilation

of other men's ideas, the principle for classification is selected,

either consciously or unconsciously, long before the necessity

for a formal classification presents itself. That this is true

in the present instance will be recognised as our analysis

proceeds.

The thought has been presented several times in the fore-

going pages that public revenue is a part of current social

income, and that taxes represent that portion of public revenue

which first existed in the form of private income. The ma-
chinery of taxation is merely a means of getting at that

income, and the different taxes represent different methods

of approach. All the social, industrial, political, or moral

results bound up in a system of taxation come about through

the psychology of such an attack upon income. This was
seen clearly by the old economists, who classified taxes ac-

cording as they attached themselves to the various constitu-

ents of income; that is to say, according as they demanded
payment from rent, interest, profits, or wages. In this they

were right so far as their method of analysis was concerned;

their error lay in their assuming it to be an easy task to determine

upon which of the constituents of income a given tax finally

rested. The classification here presented, while maintaining

this point of view, is based upon the form of the tax rather

than upon its incidence. It holds in mind the manner in

which income is approached rather than the results which

follow that approach. It is not as ambitious as the old classi-

fication, but it has this advantage, that it separates a study

of the question of incidents from a study of the question of

form. Indeed, as will be seen later, it prepares the way for

merging the question of incidents of taxation into the larger

question of commercial and social results of which it in reality

is a part.

Coming now to the classification itself, taxes are of three

kinds according to the manner in which they approach the

income of citizens and demand therefrom a payment for the

support of the State. The law creating a tax may come at

income in either of three ways

:

First. The tax may be levied directly on income.
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Second. The tax may be levied on property considered

as the source of income.

Third. The tax may be levied on business considered as

the means of securing an income.

Before proceeding with an analysis of taxes on the lines

laid down a word may be said respecting a criticism sure to

arise in the minds of those wfho are familiar with current litera-

ture upon this subject. What, it will be asked, has become of

taxes on consumption ? The answer is, there are no such

taxes. Taxes usually called taxes on consumption are either
" criterion taxes," which are in reality taxes on income, or

they are " excise " or " import " duties, which are clearly

business taxes. All taxes affect consumption. Through
consumption they affect demand ; through demand they affect

price ; through price they affect profits ; through profits they

affect the distribution of employment, or, we may say, the

industrial structure itself. The relation of taxes to con-

sumption is a fundamental relation; it presents itself when-
ever the State asks money from the earnings of citizens, and
on this account it must be regarded as too comprehensive

to be made to stand for a particular group of taxes in a

formal classification.

59. Taxes on Income.—The word income is used in no
unusual sense. It is the fund by which the domestic budget
is supported or from which property is accumulated. No
expenditure (the borrowing of money being dropped as com-
plicating the statement, though not changing the situation)

and no expansion of one's possessions can take place except

it pass through income, and, should one keep a set of books,

first make its appearance in an income account. Now, it is

a peculiarity of some laws which are designed to secure public

revenue that they address themselves directly to this income.

They levy taxes on income and aim to demand a payment in

proportion to income at either a uniform or a progressive

rate.

A tax on income is a very simple tax both in legislative

form and in the reasons urged for its support. In form the

law demands the cash payment of a certain per cent of the

annual clear income of each citizen. The payment is supposed

to rest where the charge is placed, and in the vast number
of instances this will be the case. Assuming the ability to
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pay to be the just measure of payment, income is accepted

as the surest test of ability. In years when business is pros-

perous the payment would be large; in years of depression

the payment would be small. From the point of view of the

citizen nothing could be more considerate and no tax more
easily borne. The demand of the State would increase or

decrease as the fund from which the payment is made in-

creases or decreases. This is not presented as an argument
either for or against an income tax, but ratheFto show the

simplicity of the idea underlying it. Speaking logically (not

historically), the income tax is the original tax, and all other

taxes are complementary to or a substitute for this tax in

those points in which it is difificult of application: this as-

sumption at least permits the student to appreciate most easily

and naturally the relation existing between the various sorts

of taxes.

The chief embarrassment which arises on account of the

income tax lies in the difficulty of obtaining the correct state-

ment of income. This is not due entirely to dishonesty on
the part of citizens, but to the great variety of forms in which
incomes exist, and to the confusion that arises when one en-

deavours to distinguish between a clear and an encumbered
income. Were all men farmers, were the State composed
solely of merchants, or were salaries the only form of private

revenue, incomes would be homogeneous and the same treat-

ment applicable to all. But in society as it exists incomes

are not homogeneous. They do not reflect the same indus-

trial canditions or measure with accuracy the energy ex-

pended to secure them. There are at least three different

kinds of income, each of which has a character peculiar to

itself and on that account demands peculiar treatment These

are as follows

:

Income from service.

Income from property.

Income of property.

(i) Income from Service.—The distinction between per-

sonal incomes and incomes from property, and the reason

for rating the latter higher than the former, have been already

presented in the discussion on progressive taxation. Per-

sonal incomes such as wages, salaries, professional fees,

undertakers' profits, and the like, are both terminable and
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uncertain, while rent and interest are by "comparison con-

sidered as perpetual and certain. This statement applied to

rent and interest is not of course absolutely true, but

it represents the situation with sufficient accuracy to warrant

a distinction in the law of taxation by which income from
property is rated higher than income from effort.

Another reason also may be urged in support of this dis-

tinction. It is not possible in matters of taxation to con-

sider the individual alone; the family is in fact the social

unit, and as such should receive consideration in the framing

of tax laws. While it is doubtless undesirable that great

family properties should be built up, it is of the highest im-

portance that provision should be made out of current earn-

ings against destitution or serious inconvenience of a family

on account of the death or incapacity of the head of the house-

hold. Industrial as well as social arguments might be pre-

sented in support of this assertion, the conclusion from which
is that an abatement should be made from the tax on personal

incomes as compared with property incomes equal at the least

to the premium upon a life policy conformable to the needs

of the family in question, its standing in society and accus-

tomed rate of living being taken into consideration.

One might proceed further and show that sociologically,

and from the point of view of the relative importance of in-

comes to families in the different grades of life and employ-

ment, personal incomes themselves are not of the same quality

as property incomes, but the distinctions to which such an
analysis would lead do not so much pertain to the character

as to the amount of income. Should it be deemed wise for

a revenue system to recognise this distinction, it can more
easily be done by applying the rule of progressive rating to

incomes of different amounts than to classify incomes and

apply the rule of uniform rating to incomes within the class.

Nothing new in principle would emerge from such a discus-

sion beyond what has already been suggested in the discussion

on progressive taxation.

(2) Income from Property.—Coming now to a consideration

of income from property as distinguished from income from

service or employment, yet more serious difficulties arise

in the administration of the income tax. Incomes from

property do not present homogeneity, but vary in character
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according to the property from which they spring. Land,
for example, is essentially different from capital, and in equity

demands a different treatment. It is universally recognised

that social progress works upon rent to increase it and upon
interest to decrease it. Rent from a given piece of rent-

bearing property grows with the growth of society, while

interest from a given amount of interest-bearing capital

dwindles with the development of industry. This means that

a given quantity of money received as income is no measure
of what one citizen should pay for the support of government,

as compared with another citizen, without taking into the

account the source from which the income arises. This is

generally recognised as between personal and property in-

comes ; it is equally true as between property incomes from
various sorts of property. And it is pertinent to inquire if

the rule of payment according to ability does not demand a

different tax adjustment for incomes of different economic
qualities. Does it not require, for example, a higher impost

on an income that accrues fortuitously to the citizen, which
tends to increase "while he sleeps," to employ the phrase

of John Stuart Mill, than upon an income arising from prop-

erty which if used tends to economic deterioration, and if not

used ceases to be of value ? It certainly seems that these two
classes of income stand for economic conditions and social

tendencies sufficiently diverse to justify special treatment at

the hands of the legislature in the framing of tax laws.

A comparison of rent and interest as forms of revenue by no
means exhausts the significant differences between the various

kinds of property incomes. That class of income-bearing

property called capital is not homogeneous, and the interest

accruing from it reflects its variable economic qualities. It is

not true, as was assumed in the analysis immediately preced-

ing, that industrial progress depresses interest in the case of

all capitals. Capital itself must be classified as capital that is

and capital that is not subject to the deteriorating influence

of competition. It is true that the rate of interest tends to

fall on all capital, but, provided the property upon which the

interest accrues can be capitalized at a proportionally higher

figure, the fall in the rate may not affect the income. Indeed,

it is possible that the capitalization may proceed at a relatively

more rapid pace than is necessary to compensate the owner
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for the fall in the rate of interest, in which case an income in

the form of interest partakes of the peculiar advantages that

attach to an income in the form of rent.

It is not necessary to pursue this analysis further. Suffi-

cient has been said to make clear the impression which it is

designed to leave upon the mind of the student. Not only

is there a difference between personal and property incomes,

but property incomes themselves reflect diverse economic
conditions and are subject to varying economic tendencies.

This being the case, the amount of money received during the

twelve months is no satisfactory measure of the relative ability

of citizens to pay for the support of the State. The conclusion

from this analysis is that the theory of the income tax errs

in its fundamental premise.

(3) Income of Property.—^The third form in which the in-

come tax presents itself is termed the tax on income of prop-

erty as distinguished from the tax on income from property.

This phrase is designed to suggest the inheritance tax in all

of its forms. Many reasons have been urged in support of

the inheritance tax as a special tax. By some it is justified

as a means of correcting the evasion of taxation during the

life of the testator, that is to say, while the fortune bequeathed

was in process of accumulation. Others regard it as a pro-

bate fee, and still others urge its necessity as a means of pre-

venting permanent inequalities of fortunes. Whatever the

degree of truth in these several theories, and others that might
be mentioned, it is most natural, as well as most helpful in

framing a revenue system, to regard the inheritance tax as a

special form of the income tax. That the inheritance is an

income to him who secures it there can be no doubt; that it

increases the recipient's ability to pay for the support of the

State is equally beyond question; while the fact that it is an

accidental or fortuitous income to the individual, and from

the social point of view represents a transfer of property and

not an increase of wealth, supplies a reason for treating it dif-

ferentlyin the framing of tax laws from the manner in which the

ordinary constantly recurring personal or property incomes are

treated. The inheritance tax is peculiar in two respects. First,

the rate is usually higher than on periodic incomes ; and second,

the rate is graduated according to relationship, beginning with

a low rate for direct heirs, and increasing as the degree of
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relationship becomes less direct. The unusually higfh rate

is due to the non-periodic character of the income, while the
variation in rate from direct to remote heirs is justified by
the fact that the dependence of the former on the property-

is not changed 'by the death of the testator. For remote
heirs also the bequest is an accidental gratuity. Both of

these distinctions follow naturally from the assumption that
the inheritance tax is a form of the income tax. It is a tax
on revenue.

60. Taxes on Property as the Source of Income.—The
second group of taxes, according to the classification accepted
by this treatise, selects property as the object upon which
assessments are to be levied. This brings to notice what is

technically known as the property taxes, either in their general
form or their specific manifestation. The General Property
Tax has played and still plays the chief role in the revenue
system of the several States of the United States, and for

this reason is of special interest to the American student.

(i) Theory of the Property Tax.—^The theory of a pro-

perty tax is simple. Property is regarded as the source of in-

come, and such value as it possesses rests upon this fact. The
value of property is assumed to be the income arising from it

capitalized at the current rate of interest, and in so far as this

is true, and provided the amount assessed cannot be thrown
oil for payment on to some one else, it is a matter of

indifiference whether the government impose its fiscal ob-

ligations on property or on income. It is essential, in order

to appreciate the economic character of the property tax, as

also to provide for its intelligent discussion, that this relation

between property and income be clearly appreciated.

It would be an error, however, to assume that as a matter

of history the property tax developed along the lines sug-

gested by this classification. Its historic significance goes

much deeper, and it may be well, 'before proceeding with the

analysis, to call attention to the conditions under which it

originated and for which it seems to have been fairly well

adapted. In no other way can its true character be so well

presented, and by no other means can its limitations, when
applied to modern conditions, be so successfully pointed out.

T"he form of society immediately preceding the one with

which we are familiar, that is to say, feudalism, recognised
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land as the basis of the social structure. Land was originally

the only " productive " property known ; and the significant

fact for one who desires to appreciate the development of

the property tax is that social duties, as well as social privi-

leges, were in large part determined by the amount of land

assigned, whether to the noble or to the serf. This was true

of the internal organization of the manors, where labour on

the demesne was the " contribution " of the villain to the

support of the State ; it was also true of the national organi-

zation when the lords acknowledged their holdings by render-

ing military service. It thus appears that feudalism regarded

the holding of land as the measure of social service. Not
only was this true of the constantly recurring payments, such

as labour on the demesne land, or military service to the king,

but whenever the king, in order to repel invasion or carry

on foreign wars, found it necessary to command larger re-

sources than came to him as the result of ordinary feudal

obligations, the supplemental requisitions, which he did not

hesitate to levy, were imposed upon subjects in proportion to

the land assigned to them, that is to say, in proportion to

their property. Scutage, for example, was a land tax on the

knight's fee, the tax being a definite assessment on each

twenty pounds annual value.* It thus appears that the prin-

ciple of payment for support of the State in proportion to

property is much older than the modern conception of pro-

perty; and it was necessary that the class system of feudal

organization should give place to the idea of political equity

for all members of the State, and that the idea of property

valuable for the social privileges which it carried with it

should be supplanted by the idea of property valuable for

the income which it brings, before the modern theory of the

property tax could establish itself.

The above explanation of the historic origin of the pro-

perty tax extends no farther than to suggest how a tax on

land came to be substituted for feudal obligations, without

necessitating any radical modification of the rule of appor-

tionment. The land tax, however, is a special form of the

property tax ; it is not the " General Property Tax " known to

the statute books of the nineteenth century. The general

property tax consists in the listing of all property according

* Dowell, History of Taxation in England, Vol. I, Ch. VI.
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to its value, and the taxation of the proprietor on the basis

of that value. Thus property, real or personal, is converted

into money, and its money value is accepted as the basis of

taxation. This is something quite different from the first

appearance of the land tax, which, after all, was nothing
more than the commutation of feudal dues into money pay-
ments.

The birthplace of modern taxation, according to Professor

Seligman, is the mediaeval town. Upon this point he says:
" Every inhabitant was compelled to bear his share of the

local burdens, his proportion of the scot and the lot. The
scot, or tax, was almost from the very outset the general

property tax, combined with the subordinate poll tax, exactly

as in the earliest days of the New England colonies. The
town, as such, generally paid its share of the national burdens
in a lump sum, the firma burgi. But this lump sum was al-

ways distributed among the townsmen in proportion to the

property of each. On the Continent it was the same. In the

German towns the taxes were at first levied only on land.

But at the close of the twelfth century the land tax had al-

ready been merged into the general property tax—or, as it

was called, the tax on property in possessionibus, agris, domi-

bus, censibus et rebus quibuscumque. In some towns it was
called simply a tax of so much per posse or pro bonorum facul-

tate. Most of the German towns by this time combined the

general property tax with the poll tax, and in the Swiss

cantons the tax was even called the Hab-, Gut-, und Kopf-
steuer. The only distinction between England and the Con-
tinent was that in England the property tax remained for

centuries the sole local tax, while in France and Germany
local excises or octrois were soon added. But for some time

at least the general property tax was the measure of the

individual's capacity." *

It is undoubtedly true that the extension of the feudal

principle of service in proportion to land to payment in pro-

portion to property is one of the results of the development

of town life. This is true because in these towns lived the

artisan of the middle ages, and, as the process of manufacture

developed, property incident to that process presented itself

in a visible form. Moreover, the growth of towns marked

* Seligman, Essays in Taxation, pp. 43, 44.
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an era in industrial development; they were the result of

industrial differentiation; their rise was a step in the appli-

cation of the principle of division of labour. In so far as

the work of the artisan was not an incident in the agricultural

life of the community, the primitive feudal manor paid him as

well as the agricultural labourer in land. His duty to serve

(that is to say, the amount of his labour taxes), like theirs, was

in proportion to land ; and when, through the growth of the

towns, he separated himself from land, and secured a liveli-

hood by working exclusively at his trade or craft, it lay in

the nature of the case that his property, as well as land,

should be made the object of taxation; otherwise this class

of citizens would evade all payment for the support of the

State. Speaking historically, therefore, the general property

tax is the old land tax (which, on its part, struck its roots

into the Feudal organization), supplemented by the listing

of other property as soon as such property came to have an

independent significance of its own.

The above explanation of the general property tax is his-

torically correct, but it pertains to the. form rather than to

the essence of the tax. Neither the assignment of feudal

service, the land tax into which this service was commuted,
nor the general property tax which grew out of the land tax,

was conscious of regarding property as the source of income.

Indeed, confining the statement to England, it was not until

the sixteenth century that the industrial significance of pro-

perty, by which is meant its ability to command an income,

took precedence in the minds of men over its social signi-

ficance. This is what is understood by the student of EngHsh
industrial history when he says that capital originated in the

sixteenth century. Such a phrase does not mean that there

were no material helps to labour before this time, but that the

capitalistic regime of industry, the regime that accepts profit

rather than product as the test of success, and which imputes a

value to property in proportion to the annual profit it bears or

income which it guarantees, was not until then consciously

recognised by men. The capitalistic regime implies freedom on

the part of the worker, and property as an instrument of work.

It implies the right of contract in business affairs. It con-

ceives of property as homogeneous, its homogeneity consist-

ing in the fact that it bears a value because it is the source
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of an income; and the significance of the general property

tax is that it accepts this economic quality of property, value,

as the common denominator of all forms of possessions ac-

cording to which the duty of proprietors to pay to the support

of the State may be measured. While, therefore, the above
quotation from Professor Seligman is formally correct, it does

not seem to be complete. It omits mention of the step by
which the property tax allied to the feudal conception of

society came to be the property tax of the capitalistic order

of industry. The truer generalization, because more compre-
hensive, is that the property tax is sure to emerge whenever
society passes from a condition of status to a condition of

contract.

An appreciation of the theory of the general property tax

makes it clear why it has never been subjected to extended

classification. Classification implies analysis, and analysis im-

plies that the thing analyzed exists in several forms or is made
up of several parts. Now, the chief attractiveness of the

theory of the general property tax is that it rests upon a

quality of property which is the same for all property no

matter what the form or the use ; that is to say, that it rests

on the economic quality value, which is conceived to be the

one homogeneous element common to all property. It is of

the utmost importance, therefore, in judging of the theory

of the general property tax, to inquire if value is homo-
geneous. Can it be used as a denominator common to all

possessions of commercial significance for the purpose of as-

signing to each possessor his relative duty to pay for the

support of the State ? It has been commonly argued that

the theory of the property tax is sound, but that the employ-

ment of this tax is impracticable because invisible property

escapes assessment. Without denying that the difficulties to

the full and free assessment are so great as to warrant the

abandonment of the tax, a fact which will be considered in

its proper place, the statement is ventured that the theory

itself is untenable ; and in proof of this is urged the necessity

of the analysis and classification of property in order that jus-

tice may be done between citizens should value of property

be accepted as the basis of taxation. The integrity of the

theory rests upon the homogeneity of value as an economic

quantity.
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In what manner should property be classified to enable

the State to levy its contributions with equal weight upon
all ? Answering this question directly, property should be

classed in two ways : first, according to the nature of the

income ; and second, according to grade of the property taxed

in the orderly development of consumption. Each of these

will receive a moment's consideration.

(2) Property Classified on the Basis of Income.—At-

tention has already been called to the difiference in the several

classes of incomes, such as personal incomes, rent, interest, and

direct use. Universality of payment through a property tax

would require that each form of income be crystallized in or

represented by a corresponding property, for the dictum of the

theory is that the value of property is determined by the

capitalization of its income. It follows from this that the

general property tax must recognise:

Property in person

;

Property in land;

Property in capital;

Property in wealth assigned for use, that is to say, wealth

in the process of consumption.

(fl) Property in Person.—It may be unusual, but it is by
no means an unwarranted conception, to regard the status of

political and personal liberty as the property of the citizen. The
essence of property is an acknowledged right of control. He
who has the ultimate or final right to say how a thing shall be

used, or to enter into a contract respecting it, is its proprietor.

A thousand slaves are the property of the master; emanci-

pation transfers that proprietorship to those who formerly

were slaves. Emancipation results in the diffusion of pro-

perty. The more familiar one is with the course of industrial

history the more natural will this conception appear. The
first step from a condition of status to the regime of contract

was the evolution of freedom for the serfs, by which they

acquired the right of selling their labour; and it was not

until this universal proprietorship in self was established that

private property in land or in capital was regarded as either

possible or desirable.

It is easy to see that an assumption of a property corre-

sponding to personal income is essential to universality of

contribution through the general property tax. The income
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of the lawyer or of the physician should be capitalized, and
the capitalized amount should be listed for purpose of taxa-

tion, if equity is to be preserved in the contributions exacted

from the several classes of citizens. This, however, has never <

been done, and for two reasons.

In the first place, the property posited on freedom is not,

like land 6r capital, a commercial property. It never comes
into the market as property, for it cannot be bought and
sold. The service or the labour is indeed paid for, but the

property, which is in the right of control over one's self, is,

from the very nature of the State in which personal freedom
exists, inalienable. This being the case, there is no way of

discovering the value of the property except through the

capitalization of the income, and for this reason it has always

seemed better as an administrative policy to assess the tax

directly upon the income than to posit the existence of a

non-commercial property in order to obtain a basis for taxa-

tion.

The second reason why property in person has never been
listed for the purpose of taxation is found in the so-called
" optimism " of classical economy, which for so many years

after this species of property came to be of any considerable

importance controlled the policy of legislation. According
to the views entertained it made little difference how a tax

was imposed in the first instance. It would, in the course of

time, be shifted and reshifted until equitably adjusted. There
was, therefore, no need of analysis. The rule that " the best

tax is the old tax " was accepted without discrimination.

The financier did not trouble himself about including all pro-

perty in the taxable lists, for no income could escape payment
whether the property corresponding to it were directly taxed

or not. Under the influence of such reasoning it was natural

that taxes should be levied solely upon the material objects

according to their market value, for this was the easiest

method of procedure.

At present, however, both legislators and economists are

working from the standpoint of a different theory. It is no
longer regarded as a matter of indifference what objects are

selected to bear the burden of the tax in the first instance,

nor whether any considerable class of incomes escape the

necessity of direct payment. Proof of tliis statement may be



368 CL/iSSIFICATION OF TAXES.

found in the history of taxation among modern peoples, which

sihows a marked tendency towards greater reliance upon the

direct income tax. In studying the relation of the various

taxes the incompleteness of the general property tax on ac-

count of its failure to list as property the capitalized value

of personal incomes must not be lost to view.

{b) Property in Land.—As already remarked, the general

property tax first presents itself as a tax on land, and a further

investigation seems to warrant the generalization that the

only phase of the property tax likely to endure as a permanent

part of the revenue system is the tax on land. In England,

France, Italy, and the German States the result has been the

same, and in such countries as the United States and Australia

the forces that make for this result are clearly visible. The
reason for this is undoubtedly the great difficulty of listing

personal property, so that the practical financier fee'ls it to

be necessary to get at the income flowing from such property

in some other way ; but there is also a reason resting in the

nature of the case, why in the common abandonment of the

general property tax the tax on land values remains. The
value of the land, in so far as it is the capitalization of rent,

is a homogeneous factor and may, therefore, be accepted as

a basis of equitable assessment. An appreciation of the na-

ture of rent shows this to be true. Rent is a surplus incon.e,

and as such contains no factor of cost. It is a return due

solely to the fact that the best facilities of production are

not adequate to meet the demand for a given product, and
that, in consequence, the market price of the product must
be high enough to induce cultivation under less auspicious

conditions. There is no necessity, therefore, to classify rent

for the purpose of taxation. It is a simple quantitative

economic category. A given amount of it from one sourcf

possesses the same character as a given amount of it from
another source. This fact taken in connection with the fur-

ther fact that rent-bearing property cannot elude the search

of the tax assessor will in all probability secure for the land

tax a permanent place in all revenue systems.

If the above analysis be correct, it is necessary to dis-

tinguish between land and real estate. The former excludes,

while the latter includes, improvements. A return upon an

investment in land is rent, a return upon an investment upon
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land, that is to say improvements, in the form of fencings,

drains, buildings, and the like, is interest. Real estate, there-

fore, stands for both rent and interest, while land stands for

rent alone. Now, it is the rent which is a homogeneous
quantity, and not interest; and what has been said respect-

ing the permanency of the land tax assumes that this tax

will be paid out of rent. Whether or not it is wise for the

financier to attempt to separate the two forms of income, or

to include, as at present is the case in most of the States,

both interest and rent in a general real-estate tax, is a ques-

tion that cannot be decided except under known conditions.

There seems at present to be a tendency for tax systems to

treat municipal real estate diflferently from agricultural lands

;

the theoretic basis of such treatment being found in the

above analysis which regards rent as a simple economic
quantity, while interest is conceived as a compound of several

factors.

(c) Property in Capital.—^That phase of the general pro-

perty tax which has to do with capital is the one which
in practice has proved to be unworkable. Logically it is

necessary that property in this form should be made the

basis of assessment as well as property in land; and it was
natural that, when the evolution of industry created incomes

not connected with agriculture, the accepted rule of taxation

should be so modified as to recognise other forms of business

enterprise, and to include property incident to these enter-

prises in the list of taxable objects.

a. Theory of the Personal-property Tax.—Originally per-

sonal property consisted in the property used by traders

and artisans as a means of securing an income through

labour, and it is a commonplace among writers to assert that

so long as personal property existed in this simple form
the theory of the general property tax was fairly well realized.

In a general way this is undoubtedly a correct statement,

but it fails to pluck the fruit of a ripe conclusion from the

significant observation that " the mediaeval town is the birth-

place of modern taxation," for it fails to recognise that the

simplicity referred to was due to the organization of artisans

and tradesmen into crafts and guilds, and not to the form

of industrial property incident to this phase of industry.

The mediaeval town, regarded from the point of view of
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the nation, was an industrial rather than a political cor-

poration. Its charter was granted on condition that the

king's officers need not collect dues from individuals : and,

although there was developed within the town a species of

local taxation in which personal property was made (among
other objects) a basis of assessment, it was not because such

property possessed a commercial value in the modern inter-

pretation of that phrase, but 'because the possession of a

certain kind of property indicated the social standing of in-

dividuals within the town, and was accepted as indicating

their probable incomes. The scheme was workable as long

as the towns retained their character of localized industrial

corporations, and as long as the crafts and guilds retained

their original significance. The scheme failed to work when,

individualism having emerged from the disintegration of

the guilds, and nationality having resulted from the integra-

tion of towns and manorial life, the national government
undertook to apply to individuals as citizens the rule of as-

sessment which municipal governments had successfully

applied to individuals as members of crafts and trading or-

ganizations. It is not, then, the complexity of personal

property in modern times, as compared with the simplicity

of personal property in mediaeval times, w'hich has caused

the general property tax to become unworkable; but rather

the changes in social structure by which both government
and property took upon themselves a new poUtical and social

significance. It was easy to nationalize the land tax; the

nationalization of the personal-property tax, on the other

hand, was impossible because the existence of the nation

resulted in the destruction of the towns as collectors of public

dues, as also of the industrial organizations within the towns
by which those dues were assessed to and collected from
individuals. Doubtless the complexity of personal property

which follows the extension of the principle of division of

labour increases the difficulties attending the administration

of the personal-property tax by a national government ; but

to assert that this is the cause of the failure of the tax is at

best but half a truth.

The above generalization shows why European states of

the sixteenth and seventeenth centuries never should have
incorporated into their fiscal systems a tax on personal pro-
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perty, and assessed that tax to the individual proprietor; it

does not, however, show the error in theory which underlies

the attempt to assess capital as land may be assessed. This

must 'be made clear before such countries as the United States

and Australia can be induced to follow the lead of the older

civilizations and radically modify, if not abandon, the general

property tax.

/S. Three Reasons Why the Personal-property Tax is Un-
tenable.—There are three reasons why the theory of the

general property tax is untenable when applied to personal

property.

First. There is property the value of which is not a capi-

talised income. According to the theory of the general pro-

perty tax income is an accrual from property. The rate

of interest being a given factor, there is a definite relation

between income and property, so that taxation on the basis

of property demands a corresponding relative payment from
income. Now it calls for no extended analysis to observe

that there is a considerable portion of personal property the-

income arising on account of which is not a pure income, and
therefore its value is not the capitalization of a determinable

income. A carpenter's tools, for example, are his personal

property, but their value is less than the capitalized earnings

of the carpenter. The chief element in his income is wages ;,

it is remuneration for work done. The knowledge of his

trade may possibly be accounted to him as an investment,,

and he should, as already explained, have imputed to him
a corresponding property in his person, if the theoretic re-

quirements of the property tax are to be fully worked out.

But his wages are commonly regarded, and for the most part

are properly regarded, as a direct payment for services ren-

dered; they are not an accrual in the form of interest upon
an invested capital. To tax a carpenter on the value of his

tools, as a money-lender is taxed upon the value of his

mortgages, lumps under personal property two things es-

sentially dififerent in their economic character.

Another illustration is furnished by the merchant. His
property is his stock in trade, and his income doubtless bears

some relation to the value of the stock carried ; but not only

does the value of stock bear no relation to the income of the

merchant capitalized at current rates of interest, but whatever
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the economic relation existing between the merchant's income

and the amount of stock carried, it is one that varies with

the kind of goods in question, the size of the place in which

business is done, and the personal qualities of the merchant

himself.

Between these two extremes, the artisan whose income
capitalized is far in excess of the value of the property inci-

dent to his trade, and the merchant whose income capitalized

falls far short of the value of the property he must keep on
hand for the prosecution of his business, there is an almost

infinite variety of conditions and economic relations of which

a property tax takes no account. It is true that no govern-

ment now professes to tax this class of personal property

according to the theory of the property tax. By means of

exemptions, adjustments, connivance at arbitrary assess-

ments, compensations and other practical devices, the fact

that personal property is not economically homogeneous is

in some degree recognised; but the necessity of such modi-

fications and exemptions proves the theory on which the

tax rests to be erroneous. The principal argument for the

general property tax is its simplicity; in fact, however, the

many modifications of the rule occasioned by the desire of

legislative bodies to remove the manifest injustices that would
follow the strict application of the theory has rendered the

fiscal system so complex as to be beyond the ability of man
to comprehend. Our conclusion, then, is as follows : The
certain relation which the theory of the general property tax

assumes to exist between income and the value of personal

property incident to the securing of income is a pure as-

sumption, and on this account personal property must be
carefully analyzed and classified, and a different rating placed

to each class of property, before it can be equitably taxed

on the basis of value. What stronger indictment could be

drawn against the general property tax as applied to personal

property ? The chief argument favouring it is its simplicity

;

to make it a fair tax it necessitates a most abstruse classifi-

cation.

Second. Corporate property is not personal property within

the theory of the property tax. The economic character of

property depends not alone upon the use to which it is put,

or the manner by which its value is determined, but also upon
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the way in which it is organized for serving industrial ends.

According to the organization unconsciously assumed by
the general property tax as it existed when it emerged from

the eighteenth century, property stood forth in the person

of the individual. It was in a sense an appurtenance to the

individual, it being the means by which he gained a livelihood

or enjoyed life. It was not represented by credit relations,

but consisted, for the most part, in tangible things within the

possession of him who was their owner. Since, however,

industries have taken upon themselves that form of corporate

organization developed during the last half century, this

is no longer the case. The owner of pro2erty_jQs±-Jiis per-

sonality as a factor in industry when he assigned his capital

to a board of managers, in return for the promise of a definite

or contingent income. By this means he ceased to be an

industrial factor and took upon himself the role of an investor.

A legal personality has been substituted for the real person.

Corporate property has taken the place of personal property

in the industrial organization.

As a result of this change in industrial organization very

inadequately suggested in, the above paragraph, the general

property tax has proved to be at .fault in practice, and may
be shown to be in error in theory. So far as practice is con-

cerned it has been a most prolific source of unjust and unequal

assessments, if not of absolute evasion of the duty to pay for

the support of the State. It could not be otherwise, property

having been transformed from a visible thing pertaining to

the person of the owner into a claim upon the, accruing bene-

fit of an organization. Moreover, the development of the

corporation has destroyed in part the responsibility which

previously existed in industrial afifairs. The corporation is

not responsible for the individual who assigns his funds to

it for management, nor is the individual responsible for the

corporation, and it is natural that the duty to pay for the

support of the State should be evaded so far as possible by
both. It thus becomes clear that corporate property is not

personal property within the meaning of the theory of the

general property tax when regarded from the point of view

of administration.

It is more difficult to explain in a few words how the develop-

ment of corporations has changed the economic character of
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property so that it can 'be no longer regarded as personal pro-

perty within the meaning of the tax now under consideration.

To this end it will be necessary to suggest the relation between

the philosophy underlying the institution of private property

and the theory of the general property tax. The regime of

private property could never have gained the confidence of

mankind except upon the assumption that it would result

in justice and equity between individuals. Were proof of

this demanded, it would be sufficient to notice that both

the law of private property and the general property tax

in its nationalized form were developed under the influence

of democracy, and were coloured by the philosophy of

eighteenth-century individualism. It was assumed that com-
mercial forces would guarantee a fair price for goods and a

just administration of property; and before the days of ma-
chinery, of a world's market, of great industries, or of cor-

porate organization, there was much reason for reposing

confidence in such a guarantee. Now the important point

for this discussion is that, in so far as competition works, there

will be a normal rate of interest and an average rate of profit.

Both income and property will be in proportion to effort and

«fficiency; and the capitalization of income will fairly repre-

sent the original investment in the property from which the

income flows. This being the case, payment for the support

of the State on the basis of property will be payment accord-

ing to one's ability to obtain an income. The assertion is

ventured that the individualism of the eighteenth century

-would have accepted neither the institution of private pro-

perty nor the rule that private property is a just basis of

taxation had it not been assumed that the opportunity to

acquire property was unobstructed, and that the income from
it was a safe indication of a man's industrial efficiency. This

is the meaning which underlies the doctrine of normal interest

and of average profit, as also of the theory of capital building

which makes so essential a part of English political economy.
Without discussing the extent to which these expectations

were realized before the " Industrial Revolution," it is mani-

fest that competition is not at the present time a guarantee

of industrial justice where corporations are competitors. A
normal rate of interest or an average rate of profit (whether

the comparison be made between all industries or between
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successive years for the same industry) does not pertain to this

form of industrial organization, and, consequently, capitali-

zation does not, and from the nature of the case cannot,

conform to the original investment. The railway system of

this country, for example, is represented by stocks and bonds
to the amount of $11,000,000,000, while the earnings of the

system in a fairly good year capitalized at 5 per cent gives a

value of about $6,000,000,000. Less than 50 per cent of the

railway stocks in the United States bear dividends, and still

all these stocks have a value. Where industry is organized

in the form of corporations many considerations determine

value besides the ability of stocks to secure dividends. In
many cases property is valuable for the industrial power which
it brings to its owner. Indirectly the ownership of such pro-

perty, as, for example, of stocks that never pay dividends, may
be the source of income because it gives commercial advantage

of some sort ; but in no such -way that such stocks can be said

to have a value dependent on the annual return accruing

from them. We are touching here upon the border of a great

question. Sufficient, however, has been said to suggest that

the institution of private property, and the industrial philoso-

phy which goes along with it, when developed by a people

that holds equity and justice as cardinal principles of social

organization, never contemplated a nineteenth-century indus-

trial corporation; and that the general property tax, which
was drawn to fit into the regime of individual ownership and
personal management of industry, finds in the personal pro-

perty of corporations, that is to say, in the stocks and bonds
issued by them, an essentially different fact from the " per-

sonal property " of the eighteenth and the first half of the

nineteenth centuries.

Our conclusion, therefore, is that personal property is not

homogeneous, its industrial character depending, among other

things, upon the way in which it is organized. The theory

of the general property tax does not apply to corporate pro-

perty: first, because payment in proportion to property is

not payment in proportion to income; and second, because

income accruing from such property will probably be a specu-

lative income and as such is incapable of capitalization. There

is thus a theoretical as well as a practical justification for the

development of special corporation taxes.
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Third. Personal property is not sociologically- homogeneous,—
A complete criticism upon the theory of the general pro-

perty tax would lead to a consideration of the fact that socio-

logically personal property is not homogeneous. We shall,

however, rest satisfied with a single suggestion respecting

this point. The idea seems to be gaining ground that pro-

perty bears a social as well as a personal significance. Its

function is not confined to the satisfaction which its con-

sumption afifords an individual, but the conception of its use

is extended to include the fact that by means of its consump-
tion it ministers to the development of that collective unity

called society. While the philosophy of industrial liberalism

controlled the minds of men no conflict of interest was ac-

knowledged between the individual and the State in the use

of property ; at present, however, the development of mono-
I>olistic tendencies in certain grades and classes of industries

gives warrant for the opinion that the theory of an enduring
" harmony of interests," so hopefully urged by the older

economists, is at least limited in its application. This is

equivalent to saying that property is not homogeneous from

a sociologic point of view, and it presents a reason for taxing

one class of property differently from other classes of pro-

perty. This consideration, however, is not necessary for the

conclusion that a flat tax on the selling value of property is

inapplicable to the present highly organized industrial system.

(rf) Property in Wealth Assigned for Use.—Partly for the

purpose of completing the analysis, and partly to insert at

this point the theoretic basis of a discrimination commonly
made in the framing of an income tax, mention will now be

made of property which gives rise to an income of use

rather than a commercial income. In case, for example,

one dwells in his own home, he is excused from the necessity

of an annual payment in the form of rent. He has chosen

to invest in a home rather than make a commercial invest-

ment. Should the fiscal laws excuse this property from taxa-

tion because it is not the source of a formal income ? This

question calls for little analysis.

The common practice upon this point may be com-

mended. Whether the domestic income, this being another

name for income from use, be regarded from the point

of view of an income tax or of a general property tax,
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no distinction is made between a domestic and a com-
mercial investment. Were such a distinction made, and
the commercial investment only subjected to taxation, an
injustice would be done to him whose money is assigned

to a commercial use. As long, therefore, as the theory of

the general property tax is accepted as the basis of fiscal

legislation, the property assigned for the direct use of its

owner must be included in the list of taxable property. Or,
on the other hand, should income be made the basis of assess-

ment, the income of him who pays rent for a home should

be decreased by the amount of rent paid, in order to arrive

at the same basis of payment employed in the case of a man
who owns his own home. With this cursory remark, pro-

perty of value because of its use may be dropped from con-

sideration.

61. Taxes on Business as a Means of Securing an In-

come.— Having considered taxes levied directly on income
and on property the source of income, it remains to analyze

the third class of taxes, that is to say, taxes levied on business

considered as a means of securing an income. The charac-

teristic feature of these taxes is that they are addressed to

the business, being levied as a condition for carrying on busi-

ness, and in many cases in such a manner as to become an
element of cost in the business. The income and the pro-

perty taxes are efforts to secure payment for the support of

government in a direct manner from individuals ; the business

taxes rest, like all payments, upon income, but they are pe-

culiar in that they approach the individual in an indirect

manner. They may, indeed, go so far as to ignore the indi-

vidual.

Of special importance is it to notice that the value of

property as a basis of taxation is not formally regarded by
the business tax, the relation of payment to property being

a fortuitous and not an essential relation. In this manner

the chief criticism urged against the theory of a general

property tax is evaded. No attempt is made to discover any

single characteristic which all businesses have in common
for the purpose of basing a revenue system upon it. On the

contrary, the heterogeneous character of business, as well as

the indirect and incidental aims of taxation, may be fully

recognised by business taxes. It is not claimed that business



378 CLMSSIFIC/ITION OF TAXES.

taxes are simple in character. In this regard, so far as theory

is concerned, they stand in marked contrast with income and
property taxes.

A second point of contrast should be suggested. Both
the income and the personal-property tax fail because of the

ease with which both income and personal property may evade

the detection of the tax assessor. The business taxes, on the

other hand, while they suffer under peculiar disabilities of

their own, do at least have this advantage, that they attach

themselves to an industrial process which may Ije discovered,

localized, and attributed to some responsible industrial agent.

Thus the first step toward the universality of payment is

taken when the industry rather than the individual or the

property is made the central figure in the revenue system.

It is not possible to proceed further in the consideration

of business taxes without subjecting them to classification.

There are four general classes, as follows:

License taxes

;

Franchise taxes

;

Corporation taxes;

Excise and customs taxes.

It maybe necessary in considering the above classes of taxes

to be somewhat arbitrary in the use of language, for, whether
one consult the dictionaries, the treatises on finance, the in-

terpretation of the courts, or the revenue laws themselves,

it is not possible to discover that these terms are used with

precision and at the same time in a consistent manner. The
following analysis may be accepted as a suggestion for the

satisfactory use of terms as well as for the illustration of the

several business taxes

:

' (i) License Taxes.—^Under the general heading of license

taxes are included all payments which the law makes a con-

dition to the transaction of business or to the following of a

profession, a trade, or any industrial calling. From the

former point of view a license runs very close to a fee, but

it may be distinguished from it in that a fee is payment on

the occasion of a service rendered, while a license is a periodi-

cally recurring payment. The most familiar illustration of

the license is the payment demanded from saloon-keepers for _

a permit to engage in the sale of malt or spirituous liquors;

of hack-drivers or draymen for the right to carry passengers
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or baggage within a city ; or of peddlers for the privilege of

exhibiting their wares in certain places. It might be urged
that a " license fee " imposed upon a peddler is a fee and
not a license, because it is not paid periodically, but it must
be r-emembered that the periodicity of a business tax is only

possible when the business maintains a permanent location,

and the fact that a peddler pays many times a year, whereas
a local merchant pays but once, is due to the peripatetic

character of the peddler's business and not to the purpose
of the revenue laws. Should the peddler localize his business

his payment would become periodic. The same may be said

of license fees for travelling showmen and the like. While
the desire to maintain police service is undoubtedly an im-

portant consideration in adjusting licenses, the payment is a

tax and not a fee.

(2) Franchise Taxes.—It is somewhat difficult to define

a franchise, and a franchise tax is, in consequence, a little

elusive. Regarded from one point of view, it allies itself to

the license tax; from another, to a corporation tax. The
significant fact respecting a franchise is that the right of use,

or the privilege which it creates, serves as a basis of a cor-

porate value. The franchise represents a vested interest; it

stands for exchangeable property. The value of a franchise

is the capitalization of this right of use, or of the peculiar

privileges which the franchise grants. The value of street-

railway property, for example, does not so much rest upon

the cost of the rolling stock and rails as upon the right

granted to operate through the streets of a city. A
franchise tax, therefore, is a tax upon a property whose

value is in proportion to the commercial advantage of

some peculiar privilege; a license tax, on the other hand,

is a tax imposed upon a business open to competition,

and the value of which rests upon an income that can be

maintained notwithstanding competition. The writer is well

aware that these definitions do not conform to the language

of tax laws, or to the interpretations of courts in cases where

these terms are used. There is no established definition of

a license tax or of a franchise tax; the above distinction is

suggested as the one which lies in the nature of the case

and which, if acknowledged, would give to each a definite

and significant meaning.
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The difference between a license tax and a franchise tax

is further suggested by noting the conditions which invite

their use. A business or an occupation which presents pe-

cuhar difficulties from the point of view of police regulation

is commonly imposed with a license duty, and it would add
to the clearness and symmetry of revenue systems if this class

of revenue should be strictly confined to police administration,

so far at least as to recognise that the amount and the occa-

sion of the license is not primarily a matter that pertains

to public revenue. An equally definite concept can be as-

signed to the franchise tax. The property to which this tax

addresses itself rests for its value upon the income that springs

from capital which the State itself has created. The income
of a street railway, for example, is of three sorts. It is, in

the first place, the interest upon that investment of the com-
pany which represents rolling stock, power plant, rails, and
other equipment. It is, in the second place, a profit accruing

to an industrial enterprise and represents the excess of opera-

ting income over operating expenses, due allowance being

made for the payment of fixed charges. But, in the third

place, this excess of earnings over operating expenses may
be more than enough to satisfy the equitable demand
of investments and the equitable adjustment of salaries.

There is an " unearned increment " accruing to the business,

which springs from the right to do business under peculiar

conditions. The volume of traffic on a street railway in-

creases with the increase in municipal population, and the

receipts of the company on this account grow more rapidly

than do the operating expenditures which the increased traffic

occasions. Here is an unusual gain due to the growth of

the municipality, and since the railway company enjoys

through its franchise the exclusive right to operate over the

highways, this addition to its net earnings is retained by the

company. It rests upon the peculiar privileges granted the

corporation.

Now, it is this income to which a franchise tax should

address itself, and it is believed that current criticism upon
revenue systems would gain in clearness and lead to more
practical conclusions if the relation thus suggested should

be accepted and insisted upon. One might, then, say that

by means of the franchise tax the State taxes its social earn-
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ings from the capital which it has created, but which for

reasons of public policy it assigns to private , parties for

administration. The highest use cannot be made of the

franchise tax except the partnership relation between a

government on the one hand and a corporation entrusted

with a quasi-public business on the other is recognised by
the revenue system.

(3) Corporation Taxes.—^A corporation tax is a tax

levied upon an industry organized as a corporation. A cor-

poration is the form of industrial organization peculiarly adapted

to large undertakings. It is the means by which a business

that calls for the collection of capital from many sources,

or that entails responsibilities greater than a single individual

cares to assume, may be carried on by voluntary association.

In the eye of the law a corporation is a legal personality, and
takes upon itself the rights and duties of an individual en-

gaged in commerce or trade.

The form under which corporations are organized is very

simple. Resting upon a charter granted by the State, cor-

porations present themselves to the industrial world as inde-

pendent industrial units. They may hold property, enter

into contracts, sue and be sued, in short, perform all of the

industrial functions which an individual may perform, con-

sistent with the general laws of association and the terms of

the charter. Being a legal personality in the possession of

property and in the receipt of income, a corporation may be

approached by the State for the payment of taxes. The
property of the corporation, whether its value rest upon in-

vestment or franchise, is represented by the stock which it

creates and the bonds which it issues. The capital necessary

for carrying on the work of a corporation is not secured en-

tirely by the issue of stock ; but the stock having been issued,

and the enterprise which it represents having been set on foot,

the management secures further capital for the development

of the enterprise by placing a mortgage upon the property

secured with the proceeds of the stock. Formally, therefore,

the stock represents the proprietor, while the bonds repre-

sent the creditor ; but in reality the aggregate of stocks and

bonds represents a permanent investment of capital in the

enterprise. .

A further distinction must be drawn between stocks and
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bonds. The income accruing upon the bonds is a contractual

income, that is to say, its amount arid the conditions upon
which it is paid are definitely stated upon the face of the

bond; the income secured from ownership in stock, on the

other hand, is a contingent income, the theory being that

the stockholder, who in the eye of the law is the proprietor

of the enterprise, will receive the profits and stand the losses.

A dividend is a contingent income in the sense that it can

be claimed only after it has been " declared " by the proper

authorities, and in a properly managed industry must be de-

clared out of earnings. But whether the income to the indi-

vidual be in the form of interest or in the form of dividend,

the income itself is a return upon private capital invested

through a corporation. It lies in the theory of a general

property tax to make stocks and bonds the basis of taxa-

tion. These are regarded as personal property and treated

accordingly. When one observes the character of this pro-

perty and the ease with which it is concealed, it is clear that

an attempt to apply the theory of the general property tax

to corporations must result in the evasion of taxation by a

considerable portion of this property. In order to overcome
this difficulty, as also to evade the theoretic criticisms as ap-

plied to personal property, there is an observed tendency in re-

cent revenue reforms toward the development of special methods
of taxing corporate property. This is sometimes done under

the form of a corporation tax. It is sometimes made a part

of a general income tax, the corporation itself for the purpose

of taxation being regarded as a tax-payer. This tendency

suggests the significance of the modern corporation tax, and,

whether it be regarded as a substitute for the personal-pro-

perty tax or supplemental to that tax much may be urged

in its favour.

The significance of the corporation tax is further suggested

by calling to mind the administration of the personal-property

tax in mediaeval times. It will be remembered that the ease

with which this tax was administered was due not so much
to the fact that the instruments of trade stood forth in the

person of their possessor as to the organization of the me-
diaeval town as an industrial unit. The successful adminis-

tration of this tax is explained by the fact that each individual

had a place in organized industry and on this account could
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be approached by the State through the medium of the or-

ganization. Since the downfall of mediaeval regulations the

world, especially the English-speaking world, has passed
through a peculiar phase of industrial evolution. Industrial

organization, as represented by the guilds and trading bodies

of the mediaeval towns, gave way to industrial individualism,

and this, in turn, brought society back, through the avenue
of voluntary association, to the corporate organization of in-

dustry. It is evident that the success of a taxing system de-

pends upon the manner in which it approaches the income
of individuals, and modern States, following a development
analogous to that of mediaeval times, are adjusting their

revenue systems to the corporate organization of industry,

and are seeking for the most acceptable means of making use

of modern industrial organization as a means of raising public

revenue in an acceptable manner. The truth is that the in-

dividual as a proprietor of industrial capital has in large

measure been retired to the background, so far at least as

large industrial enterprises are concerned. Not on5y has in-

visible property come to stand for the visible instruments of

production, but the corporation has come to be the repre-

sentative of the individual. From this it appears that the

substitution of the corporation tax for the direct tax on per-

sonal property was rendered necessary by the industrial

revolution of the eighteenth and nineteenth centuries.

Modern states are, consciously or unconsciously, return-

ing to the method of procedure in mediaeval times. They are

coming to recognise that the essential principle of modern
industrial life is business association, which, it may be re-

mai-ked, was the essential principle of mediaeval times. The-'

form which the corporation tax should assume and the rules

by which it should be administered find no place in the pre-

sent analysis. Sufificient, however, has been said to show the

relation existing between the corporation tax as a tax on in-

dustry and the income and property taxes as direct taxes on

persons.

(4) The Excise and Customs Taxes.—^Another means of

approaching the income of citizens through levying a tax

upon business is found in the excise duty, by which is meant

a dutv imposed upon the process of manufacture. It makes

no difference whether the industry is taxed on the basis of
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its output or on the capacity of the plant; in either case it

is properly regarded as an excise duty. Excise duties, as

well as tolls and customs, are frequently called consumption
taxes, because it is supposed that the amount levied will

result in an increase in price and in this manner be finally

paid by the consumer. In the majority of cases this is doubt-

less true; but an investigation into the incidence of taxation

will disclose a sufficient number of exceptions to this rule to

preclude an identification between excise duties and the so-

called " consumption taxes." And, as already explained, the

fact that the payment of the tax affects consumption is a

characteristic of all taxes, and on this account, if for no other

reason, it seems proper to avoid this phrase in a classification

of taxes. An excise duty is levied upon a business and is paid

in the first instance by him who carries on the business.

Manifestly the first inquiry which suggests itself to the

modern student of finance respecting excise duties pertains

to their incidence, and for that reason may be deferred to

the chapter that follows, in which that question will be ex-

tensively considered. The important thing is to recognise

that so far as form is concerned an excise duty is a business

tax, and that its service in the nomenclature of finance is to

suggest a payment which in some manner attaches itself to the

process of production, and through this process to the income

of citizens.

The last of the business taxes to be considered is sug-

gested by the phrase tolls, octroi duties, customs duties, im-

port duties, transport duties, export duties, as well as others

that might be named. In the broad interpretation of the

phrase, any tax which attaches itself to the process of trans-

portation is a customs duty.* It is a tax collected from the

trader as distinguished from the manufacturer. It is this fact

that gives character to the tax. A second significant fact re-

specting customs duties, and one which is true whether we
look at the matter historically or in the light of such revenue

legislation as exists at the present time, is that the commo-
dities in question are produced without the jurisdiction of

the territory which levies the tax and brought within that

* A tonnage duty is in strict analysis an excise duty, though for

purpose of administration it will probably continue to be treated as a

customs duty.
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jurisdiction for sale. The occasion selected for imposing the

tax is that point in the carriage of the commodity from pur-

chaser to consumer when it passes the boundary of the State.

It is not necessary to speak comprehensively of the his-

toric significance of customs duties. They have always been
imposed in one form or another, and the ideas which have
given character to their administration are doubtless as nu-
merous as the foreign policies of the governments which
imposed them. The reason for this lies upon the surface.

Inasmuch as they attach themselves to foreign commerce,
they constitute a very important condition under which such

commerce is carried on, and the nation which consumes
foreign commodities has it in its power to influence a foreign

policy by encouragement or discouragement of the import

trade. Thus the customs duty may be a retaliatory measure,

or indeed a measure designed to coerce a foreign policy.

The privilege of import also may be offered in exchange for

the privilege of export, and upon the basis of this relation

there may be built up a policy of reciprocity. The customs
duties, also, must, from the nature of the case, exert a power-
ful influence upon the development of home industry.

Whether brought under the influence of the principle of free

trade, of reciprocity, or of protection, the industrial life of a

people which make use of this form of raising revenue must
adjust itself to the conditions established by the revenue laws.

It is this fact which renders the administration of customs
duties so difficult. It thus becomes evident that the adminis-

tration of customs duties opens up a broad field for investi-

gation and analysis. For the present, however, it is only de-

sired to state clearly the nature of this tax. It is a business

tax, and as such attaches itself to trade rather than to manu-
factures.

62. Conclusion.—The foregoing classification of taxes,

and the analyses by which this classification has been ac-

companied, have a very direct bearing upon the selection of

taxes for the purpose of constructing a revenue system. Set-

ting aside for the present the considerations which lead to

progressive rather than proportional taxation, it is evident

that an equitable revenue system, while it demands payment
from all classes in society, will avoid so far as possible duplica-

tions of taxation ; that is to say, the same income should not



386 CLASSIFICATION OF TAXES.

be attacked by two or more parts of a revenue system. It

may be assumed, other things being equal, that that revenue

system is equitable which attacks each and every income by
some one form of taxation. This, at least, would avoid dupli-

cation, and substitute simplicity in form for the complexity

which at present exists. As a suggestion for attaining this

very desirable end the following proposal is submitted which
rests upon the foregoing analysis ortaxes. The suggestion

may be presented by means of three propositions, as follows

:

First. Inasmuch as the only orderly incomes not repre-

sented by property or business organization are incomes which
accrue on account of personal service, the income tax shotild

be limited in its application to this class of incomes. To this

should be added the inheritance tax, which is a tax on income
of property and which rests upon considerations peculiar to

itself.

Second. Inasmuch as land is the only form of property

the source of an orderly income commercially homogeneous,
the property tax, if used at all, should be limited to a land

tax.

Third. The chief reliance of the revenue system should

be the business taxes ; use should be made of the license

tax, the franchise tax, the corporation tax, and the excise

and customs taxes according to the fiscal needs of the govern-

ment and as determined by the commercial and social con-

ditions of the people.
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CONCERNING THE MANNER IN WHICH TAXES WORK.

The Shifting and Incidence of Taxes.
(i) The Use of Terms.
(a) Incidence and the Laws of Price.

(a) Goods Produced at Uniform Cost.

(i) Goods Produced at Expanding Cost.

(c) Goods Produced under Conditions of Monopolj.
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Taxes as a Means of Artificial Selection.

(i) Taxation and the Moral Reformer.

(2) Taxation and the Social Reformer.

(3) Taxation and " Protection."

The present chapter changes slightly the point of view
from which the general question of taxation has thus far been
regarded. Having considered the nature of a tax, the employ-
ment of the taxing power, and the peculiar relation of citi-

zens as taxpayers, and having analyzed the various kinds of

taxes, it now becomes our task to inquire how taxes work.
This, it will be observed, approaches the problem from the

point of view of the social interest, it holds in mind the pro-
cess of social evolution, and includes within its inquiry the

broad question of social utility. The analysis itself will be

minute and technical, but the bearing of the analysis is com-
prehensive and general. It presents a line of observations

387
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essential for a wise opinion respecting a nation's financial

policy.

63. The Shifting and Incidence of Taxes.—As introduc-

tory to an analysis of the way in which taxes work, it is

necessary to consider the shifting and incidence of taxes.

There is perhaps no question respecting which so many con-

flicting views are entertained. Professor Seligman, whose
ability to review bibliography and classify literature is un-

excelled, shows in his chapter upon " The History of the

Doctrine of Incidence " that there are ten distinct groups of

opinion entertained by writers upon this subject, and this of

itself is adequate to suggest the care with which the student

should enter upon its consideration.

(i) The Use of Terms.—The confusion with which the

subject of the shifting and incidence of taxes is surrounded

is in part traceable to the incomplete analysis of the laws of

value, but it is due in larger measure to the unwillingness of

writers to separate the question. Who pays the tax ? from the

question, What are the results of such payment ? One
should not be led, in following out the incidence of taxes,

beyond the legitimate sphere of his analysis.

By the incidence of taxes is meant the final resting-place

of their payment ; by the shifting of taxes is meant the process

according to which he who makes payment imposes what he

has paid upon some one else. A study of incidence and shift-

ing, therefore, confines itself to an analysis and classification

of the conditions under which a sum of money paid by one

person to an officer of the government in satisfaction of a

revenue law may be included in the price of the commodity
which he sells or of the service which he renders, and, through

the medium of price, change this payment over to some other

person with whom he has commercial or professional dealings.

It is, therefore, evident that in tracing the commercial and

social results of taxation it is important to discover who pays

the tax ; and it is equally evident that in such an investigation

the student must draw a sharp line between the shifting of

taxes and the shifting of occupations or investments which
follow as a result of taxation.

The difficulty which surrounds this subject is bound up
in the loose ideas entertained respecting the payment of a

tax. Manifestly there can be no payment by the citizen
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unless there is a corresponding receipt by the government;

but were one to judge by the Hterature of the subject, any
disturbance in manufacture, sale, or consumption resulting

from the imposition of a tax should be counted a payment.

The error underlying this conception may be made clear by an
illustration. Suppose a tax to be imposed on the sale of

meat. The butcher must either pay the tax out of his income
or add it to the price charged for meat. Should he pursue

the latter course he would lose part of his trade, and through
curtailment of sales reduce what otherwise might be his clear

income. Now, it is certainly an unwarranted use of language

to say that the butcher pays the tax, or indeed any portion

of it, because it decreases an assumed income and prevents

him from obtaining less than what, independently of the tax,

existing commercial conditions might lead him to expect.

He is doubtless inconvenienced because of the tax. He will

be obliged to readjust his business calculations on account

of the tax. He is keenly conscious of the fact that the

government demands for itself part of the money that pre-

viously came to him in the purchase of meats; but he does

not pay the tax. One must admit the truth of this statement

when it is observed that the same commercial results would
follow, so far as the butcher is concerned, should the govern-

ment by some other means take to itself an equal amount
from the fund assigned to the payment of meat bills in the

domestic budget of customers. He might, then, continue to

offer his meats at the old price, but his sales would be cur-

tailed, and his prospective income would be reduced, just as

though he had raised the price of meats to cover a correspond-

ing tax imposed upon his business. It thus appears that a

tax may be completely shifted, so that the manufacturer or

trader is entirely reimbursed for the sums paid to the govern-

ment in satisfaction of revenue laws, and still he may feel

the inconvenience of the tax levied. A study of the results

of taxation covers not only the question of tax payment, but

the ultimate consequences of such payments as well; it is,

however, essential that the student should distinguish between

the question of incidence and the question of commercial re-

sults.

(2) Incidence and the Laws of Price.—As a first step

I
in disclosing the manner in which taxes work in a community
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it is necessary to inquire by whom taxes are paid. This is a

question for the economist rather than the financier, since it

pertains to the conditions under which and the extent to

which a tax becomes an element in the cost of goods or the

price paid for services rendered. With one modification this

treatise follows the analysis of the classical school of econo-

mists. It accepts the view that taxes are either dii-ect or

indirect, a direct tax being defined as one the payment of

which does not incorporate itself in the price of any par-

ticular commodity or service, while an indirect tax is one

the payment of which is carried over, either in part or in full,

to the consumer by being incorporated in the price of con-

sumable goods. From this it follows that the question of

tax payment must conform in its analysis to the economic

laws by which normal prices are determined. The student

is referred in this connection to Mill's discussion of the laws

of price.

The price-making forces in a free industrial society are

commercial supply and commercial demand, and what is

known in classical economy as the three laws of price are

nothing more than a statement of the way in which these

forces work under the three possible conditions of production.

(a) Goods Produced at Uniform Cost.—The first condition

holds in mind " commodities which are susceptible of in-

definite multiplication without increase in cost." In general

manufactured commodities are produced under the conditions

here implied. Ten thousand yards of cloth can be produced

at a given cost, and the cost per yard for manufacture will be

neither increased nor diminished because there is demand
for the production of eleven thousand yards ; or, what amounts

to the same thing so far as the law of price is concerned,

should this increased demand permit a better organization

of industry and a consequent reduction in cost, this reduction

will tend to become universal for all producers. No barrier

exists, in the nature of the case, to the indefinite increase of

goods of this class. Under such conditions there can be no
permanent " differential gain " independent of the personal

qualities of undertakers. The phrase " average cost " comes
to have a definite commercial meaning and will, as a result

of competition for sale, tend ever toward the actual cost.

The normal price under such circumstances is the cost price.



SHIFTING y4ND INCIDENCE OF TylXES. 391

and the law of price fpr commodities of this class is that the

market price tends always toward the normal price.

What is the nature of a tax which by any of the many
possible methods of legislative procedure attaches itself to

the production of goods of this class ? The answer to this

question is simple. Such a tax would be common to all

producers. It would be recognised by all as a permanent
element in cost, and, being both universal and permanent,

would incorporate itself in price. The manufacturer would
not pay the tax, although it may be collected from him by
the agent of the State; for, adding the tax to the price of

the commodity which he produces, he would reimburse him-
self by selling his goods at an increased price. The consumer
pays the tax in the same sense and to the same relative extent

that he pays for the raw material in the article, or the wages
expended in its manufacture. All taxes, therefore, on manu-
factured goods not produced under conditions of monopoly,

or on the process of manufacture or sale of such goods, or

which in any way enter into the conditions of production as

a permanent and universal element, are indirect taxes, and
their incidence rests with the consumer of the goods.

(fe) Goods Produced at Expanding Cost.—The second case

presented by the economists pertains to " commodities which

are susceptible of indefinite multiplication, but not without

increased cost." All agricultural gbods are included under

this head. These are goods subject in their production to

the " law of diminishing returns." The most propitious con-

ditions for production, that is to say, the conditions where it

costs the producer the least, may not be adequate to meet

the current demand, and, consequently, less favourable

conditions, that is to say, conditions under which it costs

something more, must be accepted in order to bring

upon the market an adequate supply. Nature presents

obstacles to some producers of this class of goods which

she does not present to others, and the price must so

adjust itself as to offer adequate inducements to producers

to enter upon the less favourable conditions of produc-

tion, and to overcome the more serious obstacles that pre-

sent themselves. Under such circumstances there can be

no "average cost." On the contrary, there are as many
different costs as there are different conditions for produc-
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tion; but, inasmuch as these conditions are permanent, by
which is meant that competition has no tendency to wipe

them out, the price of the goods in question will be adjusted

to the highest of the permanent costs. The second law of

price, therefore, is that the market price for goods produced

under the conditions of the " law of diminishing returns

"

tends to the cost of those portions of the necessary supply

which cost the most.

What, we may now ask, is the nature of a tax which at-

taches itself to the production of goods of this class ? Our
answer is that it depends upon the manner in which the tax

is assessed. It is clear that, under the conditions described,

an unusual gain, called a rent, a royalty, or a differential

profit, arises to all producers except those confined to the

most unfavourable conditions of production. If, now, this

rent or royalty or differential gain be made the basis of a
tax, the price of goods will in no manner be affected, inasmuch
as, there being no rent or royalty at the margin of cultivation,

such a tax cannot alter the conditions of cost at the point

where price coincides with cost. This, in a word, is the

reason which leads all economists to consent that a tax on
rent is a direct tax, and cannot be shifted from the owner
of the land (or whatever by its possession brings rent) to the

consumer of the products of the land. Such is the first

answer to the question asked.

In case, however, the tax is so levied that it applies uni-

formly to all land, some other element being made the basis

of the tax than the annual rent or the value of property,

the question must be answered in a different manner. Since

the tax attaches to the process of production where produc-

tion costs the most, this being the process where cost deter-

mines the normal price, the tax will become a new element

in cost. It will increase the cost and consequently enter into

the price. Such a tax will be an indirect tax and be carried

by the price through all subsequent manufacturing or com-
mercial transactions until it is paid by him who consumes
the goods as a final product.

It seems, then, that a tax on the value of land, or on the

value of any property which gives a differential gain, is a

direct tax; while a tax on land according to area, or on
the process of agriculture, or on the product of the agricul-
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tural industry, such taxes being universal and uniform, is an
indirect tax. The former is paid out of the income of those

who own the land, the latter out of the income of those who
consume the products of the land.

(c) Goods Produced under Conditions of Monopoly.—Besides
the two conditions already described, goods may be produced
under the conditions of a more or less strict monopoly. By
a monopoly is understood any condition of production in

which competition fails to guarantee the consumer a price

gravitating toward either an average cost or a highest cost

of production ; that is to say, all processes of production that

do not fall under the one or the other of the cases already

named are monopolistic in character. The analysis is ex-

hausted. If price tends toward neither the average cost nor

the highest cost, but is determined without regard to cost,

the goods in question must subject themselves to the third

law of price, now about to be stated.

Although Mill recognised monopoly price and discussed

it as a phase of commercial supply and commercial demand,
the monopolistic organization of industries as we see it in

the last half of the nineteenth century had not sufficiently

developed to arrest the attention of his keen observation.

The recognition of this class of goods at present is impera-

tive in order that the laws of price may reflect the realities

of industrial practice. The normal efifect of competition

under the conditions of free economy is to drive price to-

wards cost (the average or the highest cost), but in the case

of monopoly-produced goods competition, although present

in certain of its forms, is not the controlling consideration

in the determination of price. Prices are, on the contrary,

determined by general commercial considerations, a conclu-

sion that may be formulated as follows : The law of price for

monopoly-produced goods will adjust itself to what the traffic

will bear. This law is the commercial expression of many
psychological principles which it has been the task of econo-

mists to analyze anew during recent years. It is sufficiently

accurate to be worthy the name of an economic tendential

law, and its recognition is essential for one who attempts to

follow out the incidence of taxes imposed upon monopolistic

industries.

Two cases of monopoly production present themselves.
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The first is that of a simple monopoly, by which is meant

a monopoly in an industry that, so far as its industrial nature

is concerned, is like an ordinary industry, but, because of

some legal privilege, such as exclusive right to manufacture,

is free from the competition of other producers. Goods pro-

duced under the protection of a patent may be taken as typical

of a simple monopoly. The second form of monopoly does

not rest on a legal privilege or on any arbitrary advantage

over competitors, but upon the nature of the industry in

question. An industry superior to competitive interference

because of the volume of the tralBc which it commands is

an illustration of such a monopoly. In such an industry cost

decreases relatively with the increase of business, and the

industry that exists has, on this account, an advantage over

the industry of the same class struggling into existence.

These are the industries subject to the " law of increasing

returns " as compared with ordinary industries which, in

their production of goods, are subject to the " law of constant

returns." The railway industry is an illustration of this

second class of monopolies. Assuming stability in rates,

operating expenses do not increase as rapidly as the increase

in gross earnings due to the increase in traffic. A new com-
pany with light traffic cannot compete on equal terms with

an old company that enjoys a dense traffic, and on this ac-

count the competition which exists in the railway industry

is not such as to guarantee a price tending toward cost. The
importance of this distinction between arbitrary or natural

monopoly on the one hand, and the monopoly that rests on

the peculiar nature of the business on the other, will shortly

be made apparent.

In the case of goods made, or of services rendered, under

the conditions of a monopoly, price will settle at the point

which secures the largest demands consistent with the highest

net profit. That point can only be determined by experi-

ment. Demand will increase as the price falls, and so long

as the increased net returns incident to increased sales exceed

the loss of profit due to a fall in price, it will pay the producer

to lower the price.* The results prove the traffic to have been

* No attempt is made in this connection to explain the fluctuations

in demand on account of the change in price, as this would lead too fai

into an abstruse economic analysis.
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capable of bearing the lower price. There comes a point in

the price movement of every commodity at which a further

reduction will not occasion as great a gain on account of the

increased sales as would be the loss resulting from the lower-

ing of the price on assured sales. It is at this point that the

fall in price will be arrested, and here it will remain until some
change takes place in demand, or in the conditions of produc-

tion, by which the estabHshed relations are disturbed. This

is the highest price that traffic will bear consistent with the

most profitable management of business.

How will a tax which attaches itself to the process of

production of such goods affect the price ? Will it be paid

by the producer or by the consumer ? Will it be a direct

or an indirect tax ? The answer is that it will not be paid

entirely by the producer or by the consumer; it will rather

gravitate towards the one or the other according as the de-

mand for the commodity in question is an elastic or an in-

elastic demand.
As illustrating this statement it may be well to add a word

respecting the meaning of the phrase " payment of a tax."

In the case of a tax on rent the payment is made from the

income of the owner of the rent-bearing property. His in-

come is reduced by the payment, and there is an end of the

matter so far as payment is concerned. It is true that a

reduction of his income impairs his ability as a consumer,

and in this manner the tax works back upon the amount of

general commodities that can be sold, and upon the extent

of profit or the amount of industry in the country; but the

payment of the tax lies with him who receives the rent. In

the case of a tax upon manufactured goods produced in a

free market, that is to say, under conditions in which com-
petition may efiFect its normal results, the same general con-

clusion may be arrived at, with' the exception that in this

instance the consumer pays the tax. The consumer's income

available for the purchase of commodities is reduced by the

full amount which the State collects ; and, as in the case of

a tax on rent, the commercial influence of such a payment

is exerted through the decrease in the purchasing power of

the community for general goods. The recoil of the tax pay-

ment is not confined to the producer of particular goods

upon which a particular tax is levied, for it is evident that
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the producers of these goods must retain the average rate of

profit as compared with other occupations, and they will not

consent to deprive themselves of an income less than that

obtained in the lines of business with which they compare
themselves in order to keep a larger custom.* The tax may
occasion a shifting in occupations, but this adjustment having

been accomplished, the same relative profit or income will

be established (though not the same price relations) as before

the tax was imposed.

It is also evident, looking at the matter from the side of

the consumer, that the tax which raises the price of a par-

ticular class of goods will not reduce the consumption of

those goods to the full amount of the tax ; it will rather cause

a readjustment in the amounts apportioned to the several

chapters of the domestic budget. Money which before went

to the purchase of other goods will now be transferred to

strengthen the fund depleted by the tax on the particular

commodity in question; and this will react upon the pro-

duction of all goods and not confine its influence to the pro-

duction of the goods taxed. Our conclusion is, therefore,

that the incidence of a tax is arrested at that point in its

shifting where the result of the payment becomes general

rather than particular in character. So far as one can trace

a difference in the relative rate of profit secured by the pro-

ducer upon whom a special tax is imposed as compared with

other producers, he is justified in asserting that a tax has

not reached its final incidence; to go beyond this, however,

would be a misuse of the conception of tax payments and a

misapprehension of the theory of incidence.

This distinction having been grasped, there is little diffi-

culty in appreciating the nature of the tax that attaches itself

to the process of manufacture or sale of monopoly-produced
goods. As already stated, it is partly a direct and partly an
indirect tax, and the ratio of these two qualities to each other

depends upon the elasticity of demand for the goods in ques-

tion. This will become clear if we trace the effect of a newly

* The average profit here referred to is the rate of profit as deter-

mined by general commercial conditions; it must not be confounded
with the differential profit to undertakers on account of their varying
grades of industrial skill. For the result of a tax on industries which
show a difference in the undertakers' returns see pp. 404, 405.
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imposed tax. The price before the tax is all the traffic will bear.

It has adjusted itself to the largest sale consistent with the

highest profit. Either a higher or a lower price will reduce the

profit, the elements of cost of production remaining stable. Now,
a tax is a new element of cost and requires a new adjustment

of price. The goods will not be offered at the old price, for,

although in this manner their consumption would not be

impaired, the profit to the producer would be reduced by
the amount of the tax. On the other hand, should the tax

be added to the price the consumption would be curtailed

and the gains or profits of the producer would be decreased.

Since the tax introduces a new element in cost, experimenta-

tion in price-making must be undertaken anew, and the re-

sult will be the determination of a price adjusted to the new
conditions. Sales will be curtailed by the increase of price,

and profits also will be reduced as compared with the previous

rate of profit. So far as the increased price rests with the

consumer, it will be followed by the general results that al-

ways follow the payment of taxes ; so far as it results in the

decrease of profits, it rests with the producer. It will cause

no shifting of capital or of occupation, as in the case of goods

produced at normal profit, because the profit is still above

the normal rate notwithstanding the tax. Such a tax, there-

fore, is shared by producer and consumer. In case the com-

modity supplies an urgent need so that its utility is highly

• estimated, demand will be but sHghtly affected by the rise

in price, and the ability of the producer to shift the tax will

be relatively great. In case, on the other band, the goods

in question are of little significance in the accustomed stan-

dard of living, demand will be very sensitive to price, and

the producer's ability to shift the tax will be correspondingly

decreased. But in any case the tax on goods produced under

monopoly will be shared by the two parties.

Attention was called to the fact that monopolies are of

two sorts : the arbitrary monopoly and the monopoly incident

to the nature of the industry. So far as taxes are concerned

the former of these monopolies commands the situation more

perfectly than the latter, since the effect of raising the price

to recoup the tax is limited to the loss of trade. This is

equally true of a monopoly of the second sort, but in addition

to this result an industry that depends on the volume of traffic
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for its rate of profit, because the larger this traffic the less

is the ratio of operating expenses to gross income, must cal-

culate upon the .effect of the reduction of traffic upon the

per cent of net to gross earnings. To express this in another

way, such an industry will not only suffer in the reduction

of its sales should it add the tax to the price, but, by virtue

of reduced sales, will also suffer in the reduction of the rate

of profit upon such sales as it retains. This being the case,

an industry administered under the law of increasing returns

is less able to throw off the tax imposed upon it than an

ordinary legal monopoly. Indeed, one might almost con-

clude that such a tax cannot be shifted ; that it is retained as

an element of cost to the producer.

(3) The Income Tax.—The foregoing analysis upon the

incidence of taxation has confined itself to tracing the result

of the land tax and of business taxes. The only class of

taxes which remains is taxes on income. It is evident, from

the line of reasoning already pursued, that a tax on income
must be a direct tax. It can have no effect upon the price

of any particular commodity, or upon the rate of profit in

any particular industry. The reaction that may be attributed

to it will be of a general and not a particular character, and

this, according to our use of the phrase, proves the income
tax to be a direct tax. The only possible exception to this

statement presents itself when a poll tax or a class tax is

imposed at so high a rate as to impair the accepted standard

of living for the wage-earning classes. Such a tax would
doubtless result in an increase of wages, and through wages
the cost of production or the price of service. Besides this,

however, the generalization admits of no exception.

Our conclusion, then, respecting the incidence of taxes

is as follows:

An income tax is a direct tax.

A land tax is a direct or an indirect tax according to the

manner in which it is levied.

A business tax is indirect for all industries and occupa-

tions subject to competitive control, but for industries carried

on as monopolies it is partly direct and partly indirect, the

adjustment varying with the elasticity of demand for the goods
in question.

64. The Industrial Resnlts of Taxes.—Having eliminated
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from the discussion the question of tax payment, we are now
prepared to consider the broader question of the manner in

which taxes work. There is nothing pecuhar in the influence

of tax payment as such upon the industrial activities of the

State.

(i) General Results Working through Consump-
tion.—^Tax payments form an item of expense to the

citizen, and the only way in which they can touch general in-

dustries is through curtailment of demand or encouragement
of supply of those services or commodities furnished by pri-

vate enterprise. Should the payment be a constant amount
from year to year, or a constant proportion of social income,

industries would adjust themselves to established fiscal con-

ditions and would continue without any conscious apprecia-

tion of the government's demand for money. Whether or

not this would be an advantage depends upon the pecuHar

needs of the people at the period under consideration. It is

only when some radical reform is made in the tax policy,

either in changing the amount demanded by old taxes or in

levying taxes in some new form, that the influence of tax

payments upon industries becomes apparent.

The nature of this influence has already been referred to

in tracing the incidence of taxes, and is familiar to the student

of economy. It may be illustrated by reference to an ordinary

commercial transaction. Should rents for dwelling-houses

rise or fall from an assumed standard, incomes meanwhile re-

maining stationary, the fact that a higher per cent of ordinary

expenditure takes the form of rental payments would quickly

be reflected in general industrial organization. Forms of con-

sumption previously indulged in would be curtailed, and the

consequent reduction in demand would necessitate reorgani-

zation in the order of industry. Now, a tax is like rent in

this particular, that it is a fixed charge upon a given standard

of comfort. What is spent in the support of the State cannot

be spent in the support of private enterprises, and inasmuch

as the State fixes the amount of its expenditure in an arbi-

trary manner, it follows that the general industries of the

country must content themselves with a development that

can be supported by what is left of the income of the people

after public demands have been satisfied.

In all this there is nothing peculiar. The industrial effect
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of any radical modification in tlie taxing system would be

similar to that sure to follow should a change in fashion, or

the development of a new taste, disturb the established rela-

tion of demand and supply, especially if this change were of

such a sort as to shift demand from one class of producers

to another. The appearance of the bicycle presents an il-

lustration which will make clear the analogy. This machine

provides a new pleasure to a very considerable class in the

community, and has disturbed accustomed expenditures.

Piano-makers, tobacco manufacturers, theatre companies, and

the producers of other analogous pleasures complain that

their business is curtailed on account of the expansion of the

bicycle trade. The industrial disturbance resulting therefrom

is very considerable and must be followed by a readjustment

of investments and occupations. In the same way a modi-
fication of the tax policy by which the income of one class

is relieved at the expense of another class will be followed

by important industrial consequences. Capital will be dis-

charged from the service of those upon whom are imposed
the new demands and pass to the service of those who are

relieved of payment. The transfer of capital implies the trans-

fer of labour, and thus a certain number of employers and
employes will be dbliged to learn a new business as a result

of the changed tax. This leads to a most important con-

clusion. The burden of a new tax, or of a modification of an

old one, cannot be measured by tracing the payments which
they occasion; the true burden is borne by those who must
readjust their business to conform to the new commercial
conditions resulting from the tax. It is similar in kind to

the burden resulting from a new invention, though unfortu-

nately it cannot be subjected to the severe commercial ordeal

by which the desirabiHty of a labour-saving machine, as com-
pared with old methods, may be determined.

The practical lesson to be learned from the above is that

a taxing system to which the industries of the country have

adjusted themselves has logically the right to urge the argu-

ment of presumption. Under ordinary circumstances the fact

that it is in possession of the field should be final against inno-

vation. Nothing can be worse than continuous meddling
with tax laws. The time comes in the life of every nation

when reforms arc necessary, but in judging of those reforms
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no statesman will fail to weigh the industrial burden imposed
by the necessity of industrial readjustments.

(2) Three Special Cases.—It will be observed that the
above line of reasoning assumes a stationary social income
and an established distribution of income among the several

classes. It assumes also a uniform rate of profit and a con-
stant amount of capital. But these assumptions may not be
correct, and, as matters are observed to work among energetic
peoples, probably will prove to be incorrect. The industrial

public is not devoid of will or of purpose. It is essential, there-

fore, that our analysis take into consideration the conscious
efforts of men to lighten the burden of tax payments. There are

several ways in which the levy of taxes may affect industrial

conditions so as to modify in part the rigour of the foregoing
conclusions. Three of these will be mentioned.

The levy of taxes may result in raising the income of the

purchasing public.

The levy of taxes may result in reducing the cost of pro-
duction.

The levy of taxes may result in reducing the level of aver-

age profits.

(0) Taxes may Increase Income.—The amount of income
which a nation enjoys is very largely a question of motive and
of opportunity. A tax cannot, of course, originate motive,

nor can it create opportunity; for motives lie deep in the

character of the nation, and opportunity depends on physio-

graphic and commercial conditions. A new tax, however,

may incite to greater activity on the part of the people and
consequently serve as the occasion of an increase in income,

provided it be levied in such a manner as to stimulate indus-

trial enterprise. It must be remembered that a tax is always

levied in the presence of an established standard of living,

and an increased demand on the part of the State presents

to the citizen the alternative of suffering deprivation of ac-

customed comforts, or of employing greater skill or increased

labour in industry. It is no argument against this claim

to say that a man must always choose between unsatisfied

wants and increased exertion, and that consequently the levy

of a tax makes no change in the conditions under which the

motiye to industry presents itself. McCulloch very truly as-

serts that " man is not influenced solely by hope, he is power-
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fully operated on by fear. Taxation brings the latter principle

into the field, and to the desire of rising in the world implanted

in the breast of every individual the increase of taxation

superadds the fear of being cast down to a lower station, of

being deprived of conveniences and gratifications which habit

has rendered all but indispensable ; and the combined in-

fluence of the two principles produces results that could not

be produced by the unassisted agency of either." *

The fact that a tax levy may energize industrial activity

is no justification of the levy of taxes, nor can a tax on this

account be regarded as in itself a blessing. Activity is only

reasonable when it results in some definite advantage, and

should the State have no need of the money, it would, under

ordinary conditions, be foolish to demand it for the sake of

inciting citizens to work harder than they otherwise would
work.

(b) Taxes may Cheapen Production.—A tax may, in the

second place, result in cheaper methods of production by in-

citing producers to invention and more profitable organiza-

tion. The fund from which the tax is paid is in this case

created by the reduction in the cost of manufacture.

It seems of the highest importance to the manager of an

industry to maintain his accustomed sales. With pro-

ducers as with consumers fear is a stronger stimulus

to exertion than hope, and for that reason one is per-

mitted to say that an industrial undertaker will put

forth greater efifort to hold a market once gained than to

gain a more extended market. It must also be remembered
that the adoption of new machinery or the introduction of

new methods of production is not infrequently the result of

some unusual occurrence in the conditions under which the

industry is carried on. Notwithstanding commercial com-
petition the sentiment is strong among the business men of

letting well enough alone. It is probable that every manager
of an important industry knows ways by which production

might be cheapened, but hesitates, in the absence of any com-
pelling reason, to undertake the experiment. Especially is

this true of large enterprises where the routine of administra-

tion engages to the full the ordinary energy of the manager.

How frequently does it occur that a strike among labourers,

* McCulloch, Taxation and the Funding System, p. lo.
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by which the orderly procedure of the business is for the

time broken up, is made the occasion for putting new ma-
chinery into use ! In the same way any unusual occurrence

is capable of serving as a stimulus to industrial economy, from

which it follows that a tax may result in raising the plane

of industrial efficiency.

The above reasoning follows the spirit of McCulloch's

argument, differing in it only in that fear is recognised as a

stronger industrial native, during the limited time during

which it- acts, than hope. This being the case, it is appro-

priate to quote from McCuUoch the limits under which the

principle should be applied.
" But we must be on our guard against the abuse of this

doctrine, and must not suppose that because it holds in certain

cases and under certain conditions, it will therefore hold in

all cases and under all conditions. To render an increase of

taxation productive of greater exertion, economy, and inven-

tion, it should be. slow and gradual ; and it should never be

carried to such a height as to incapacitate individuals from

meeting the sacrifices it imposes by such additional exertions

and economy as it may be in their power to make without

requiring any very sudden or violent change in their habits.

The increase of taxation should never be so great as to make
it impracticable to overcome its influence, or to induce the

belief that it is impracticable. Difficulties that are seen to

be surmountable sharpen the inventive powers, and are readily

and vigorously grappled with ; but an apparently insurmount-

able difficulty, or such an increase of taxation as it was

deemed impossible to defray, would not stimulate but destroy

exertion. Whenever taxation becomes so heavy that the

wealth it takes from individuals can no longer be replaced

by fresh efforts, these efforts uniformly cease to be made;

industry is paralyzed, and the country declines. Oppression,

it has been said, either raises men into heroes or sinks them

into slaves ; and taxation, according to its magnitude and the

mode in which it is imposed, either makes men industrious,

enterprising, and wealthy, or indolent, dispirited, and im-

poverished." *

The thought that taxation may serve as an artificial stimu-

lus presents itself in yet another form. It sometimes

* McCulloch, Taxation and the Funding System, p. II.
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happens that nations fall into industrial lethargy, or that cer-

tain classes of workers, through ignorance or hopelessness,

fail to avail themselves of the best industrial methods. Under
such circumstances it may be well to apply the lash of taxa-

tion. The line of reasoning is the same as that followed by

Arthur Young, v/ho advised the landlords of the last century

to raise their rents, believing that no other means remained

to induce tenants to educate themselves in better methods

of agriculture. This is undoubtedly a dangerous doctrine,

because the policy it proposes can with great difficulty be

wisely administered ; but in an analysis of the possible work-

ings of taxation it deserves mention. Taxation brings the

principle of fear into the industrial field. It is not, indeed,

a steady, constant, healthful principle like that of hope, but it

is undoubtedly true that fear of retrogression is stronger as

an industrial motive than hope of progression, and, provided

the policy be wisely administered, the financier may confi-

dently expect that a part at least of the payment demanded
by a new tax will be met by reduction in the accustomed
cost of producing goods, and not out of the economies prac-

tised in the accustomed lines of expenditure.

If taxes properly levied may be the occasion of industrial

progress, it is equally true that unjust and burdensome taxes

are followed by industrial retrogression. History offers many
illustrations of this truth. But it should be noted that the

depressing influence of taxes is for the most part due to

excessive demands and unjust methods, or to the conviction

that the interests of the taxing body are foreign to the in-

terests of the tax-payers. It does not lie in the nature of

just taxation to depress industries.

(c) Taxes may Reduce the Level of Profit.—^There is a third

avenue along which the pressure of taxation may show itself

in the industrial sphere. It may result in reducing the aver-

age rate of profit, and through the influence of this modifica-

tion tend to increase the normal size and possibly the average

efficiency of industries. When considering the incidence of

indirect business taxes it was learned that the average rate

of profit in the community might be reduced through the

curtailment of sales on account of the fact that a tax attaches

itself to the income of customers. This conclusion rests upon
the assumption of an average rate of profit in a community,
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and upon the idea that the reflex of a tax which curtails

the amount of income available for the purchase of goods
is uniform upon all producers. This assumption, however,
is not quite correct, for it ignores the personal element in

the problem. Some undertakers are more skilful than others

and are on that account able to secure a higher return with

the same amount of capital. For these a slight reduction in

the rate of profit would not be a serious affair ; but for those

who are conducting their business on the margin of inca-

pacity even a slight decrease in returns would occasion the

abandonment of their 'business. The incompetent cannot
support the addition of the tax to the cost of production, and
the effort on the part of the more competent, who enjoy a
differential profit above the average or normal rate, to retain

their customers by paying the tax will drive the relatively

incompetent business managers to the wall. Customers, how-
ever, must be supplied, and it is evident that this supply must
come from an expansion of the business of the more success-

ful undertakers ; so that, in the long-run, they will not suffer

in income by the reduction in the rate of profit. They will

gain in increased sales what they lose in increased cost.

The burden of a tax that works in this manner rests upon
those incompetent producers who were not able to maintain

themselves under the new conditions of competition. This
burden does not express itself in money payments, but in

the fact that certain men who before were independent in-

dustrial factors have lost their independence, and have been
forced into the ranks of labourers in the employment of their

more able rivals. Industrially this is a permanent gain to

society. Financially, also, it commands approval because the

tax has so worked upon industry as to create the fund from
which it is paid ; that is to say, it has resulted in a reduction

of the cost of production not followed by a corresponding

reduction in the market price of goods sold, the difference

going to the State as a tax. The loss, if there be any loss,

shows itself in the disappearance of certain centres of com-
petition. The effect of the tax which impinges on profits

under the conditions described is the same as the effect of

trades-unions when they raise wages at the expense of a rate

of profit. Both the tax and the demand for increase in wages
succeed in taking something from the established rate of
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profit, and they do this at the expense of the relatively in-

competent undertaker. Both intensify the tendency toward

large industries. Whether or not the result justifies the

means does not here come into controversy.

(3) Taxation and Valuation.—We 'cannot close this

discussion upon the industrial results of taxation without call-

ing attention to the effect of taxes on the value of income-

bearing property that may 'be bought or sold. Land is such

a property, as also stocks of an industrial corporation, or

the franchise upon which a corporation operates. In all these

cases the commercial value of the property is equal to the

capitalization of the accepted income at the assumed rate of

interest. Land, for example, which pays a rental of two dol-

lars per acre is worth twenty dollars per acre if interest is

ten per cent. Now, it is evident if the value of property

is equal to the capitalization of the income arising from

it, that any reduction of the income will tend to reduce the

value of property by an amount equal to the capitalization of

the reduction. The purchaser of such property recognises

that it is imposed with a permanent charge, and, in calculating

what he can give, will capitalize only that portion of the

amount left to him after the charge is paid. Suppose, for

example, interest being ten per cent, that land worth

twenty dollars per acre without a tax be imposed

with a tax of twenty-five cents per acre; it will then

give to the purchaser a free income of one dollar and

seventy-five cents, and not of two dollars, as would have

been the case before the tax was imposed, and the purchaser

will consequently bid no more than the capitalization of this

amount, or seventeen dollars and fifty cents per acre for the

land. This line of reasoning applies to all income-bearing

property that may be bought and sold, and, taken in con-

nection with what has been said respecting the influence of

taxes upon profit, leads to a generalization of universal ap-

plication. Inasmuch as taxes are paid out of income, or out

of funds which independently of a tax would be counted an

income, it follows that industrially they will affect either a

reduction in the market price of the income-bearing property

or a reduction in the rate of profit or interest. It thus be-

comes evident that the financier is obliged, in tracing the

industrial results of a tax, to consider its influence uoon com-
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mercial values as well as upon the demand for commercial
goods.

The fact that a tax may be capitalized and reflected in

values has been made the basis of that strange theory of in-

cidence known as the capitalization or amortization of taxes.*

According to this idea he pays the tax who owns the property
in question at the time the tax is imposed. To revert to

the illustration given above, the tax of twenty-five cents per
acre on land, which reduced the value of land from twenty
dollars to seventeen dollars and fifty cents per acre, was paid

in lump 'by the original proprietor of the soil at the time the

tax was imposed ; that is to say, the tax of twenty-five cents

per acre was capitalized at two dollars and fifty cents, and to

this extent the government became a joint owner in the land.

The student will not be misled by this line of reasoning if

he holds in mind the interpretation placed by this treatise

upon the phrase " payment of a tax." It is true that the

purchaser of property under the conditions assumed takes it

subject to the duty of paying the tax. It is also true that he
who owns property at the time a new tax is imposed must
suffer a readjustment, either in its value or in the rate of in-

terest at which its value is calculated; but the purchaser of

such property is not excused from an annual payment out of

the commercial income which his ownership in such property

brings him. This effect upon values is nothing peculiar.

Any new tax causes a readjustment in the industrial order

—

a readjustment which shows itself either in the demand for

goods, by which general industries are brought to conform
their production to the revised domestic budgets ; in the rate

of profit, in which case relatively incompetent undertakers

are forced to the wall ; or in the readjustment of values of in-

come-bearing property. To admit that the capitalization of

a rent charge demanded by the State in the form of a tax

frees subsequent purchasers from a tax imposed on land

values would be equivalent to the admission of all that is

claimed by the advocates of the single land tax. The com-

mercial workings of a tax must not be confounded with the

annual payment of a tax.

65. Relation of Taxation to Occupation and Invest-

ment.—It may be accepted as a general principle that men

• Seligman, On the Shifting and Incidence of Taxation, p. S2.
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choose the occupation offering the greatest return for the least

effort. All things being taken into the consideration, it fol-

lows from this that a system of taxation so far as it is capable

of shaping the industrial structure does so by opposing ob-

stacles to success in certain occupations, or by offering un-

usual encouragement in others. To understand how a tax

may become a condition in the choice of investment or of

occupation the thought that commodities are competitors

for the expenditure of the free social income, and that the

relative price at which they may be offered is important as an

element of success in this competition, must be fully appre-

ciated. In case the tax adds to the current price of one

article and not to that of another the public will demand
somewhat less of the taxed article and somewhat more of

the article untaxed. 'This is inevitable if the articles in ques-

tion are interchangeable in their use, as, for example, gold

and silver, beef and mutton, cotton and woollens; and it is

also true, but in a less marked degree, when goods do not

compete directly for ministry to the same want. To under-

stand, on the other hand, how a tax may encourage the in-

vestment of capital in a chosen industry it is only necessary

to call to mind the protective system of import duties, which

in one form or another has been practised by statesmen

wherever communities or states have recognised the impor-

tance of commerce to political power or to national strength.

With regard to the relation of taxes and occupations it is

sometimes asserted that a just regime of taxation should leave

industries relatively to each other in the same situation as

before the tax was imposed. Could this be done the tax

would have no social results, except such as might arise from

the diversion of a part of the social income to the support of

public administration. The important question is, however,

can this be done ? Is it possible for a system of taxation to

be neutral as between the varying commercial interests ? On
this point there are two opinions.

By some it is urged that all industries should be taxed

in a uniform manner. Universality of taxation and unifor-

mity in the percentage which a tax bears to other elements

in the cost price of commodities are regarded as the means

by which society is permitted its natural development. This

rule, however, if applied could not accomplish the desired
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result, for it assumes as true what is in reality false ; namely,
that wants maintain a uniformily relative intensity under rela-

tively uniform changes in price. Assume, for example, two
commodities, the one worth ten cents and the other fifty cents

per pound. Assume, further, that a twenty-five per cent tax

be imposed upon both and that the conditions are such that

the tax must be added to the price. The former article would
then demand twelve and a half cents, the latter sixty-two and
a half cents, per pound. Now it is evident that the commer-
cial demand for the two articles in question would not be
relatively the same as before. Should they be in any way in-

terchangeable in use it is certain that part of the demand that

previously went to the higher priced article would turn to that

of lower price. If, on the other hand, the articles in question

minister to wants of an entirely different grade (and this is

the situation which presents itself to the financier when
called upon to consider a " horizontal " increase or decrease

of the rate of taxation) a uniform rise in price of all commo-
dities would undoubtedly tend to shift demand from those

which minister to the wants of later appearance in the order

of social development to those of more primitive growth. It

thus becomes evident that the financier cannot, by so simple

a plan as that of a uniform tax levy on all values, avoid the

necessity of considering the influence of taxation upon the

industrial and social structure of the State.

The second opinion to which reference was made rests

upon the admission that taxes, however levied, must exert

a direct influence, and upon the assumption that, because this

is true, it is the part of wisdom to reduce that influence within

the narrowest possible limits, and to give it play under con-

ditions that are easily understood. The chief criticism offered

upon a universal tax at uniform rate is that it quickly passes

beyond the ability of man to comprehend. In view of this

fact it is suggested that no more commodities or classes of

interests should be included in a tax levy than are absolutely

necessary to provide an adequate basis for o>btaining the re-

quired revenue. Simplicity in taxation is conceived to be

essential to an intelligent opinion respecting the way in which

taxes work, and simplicity is to be secured by a judicious

selection of the objects taxed. There is no better illustration

of a complex and incomprehensible revenue system than the
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tariff legislation of the United States. It levies import duties

upon goods that make up the country's exports as well as

upon those that contribute to the normal imports of the na-

tion's commerce ; it taxes raw material as well as the manu-

factured product, and the manufactured product itself is taxed

at many stages in the process of its manufacture; the rate

imposed is determined in part by considerations of revenue,

in part by the desire to grant " incidental " protection, and in

part for the purpose of prohibiting the imports of selected

articles ; the rules of rating are numerous, overlapping each

other in many cases and resulting in a confusion of instruc-

tions that necessitate a board of appeal in continuous session

;

the text of the law makes a book of one hundred and fifty

pages, while the law and its interpretations used by the offi-

cials as a guide in the performance of their duty is a volume

of several hundred pages. A law of this sort cannot be com-

prehended. It is beyond the- ability of analysis to trace even

its financial workings, much less its industrial results; and

it is clear that the results which would follow a uniform change

in established rates would be as unintelligible as is the law it-

self. The internal revenue system, on the other hand, fur-

nishes an illustration of a simple law. It levies its excise

duties on a few carefully selected processes of manufacture,

and the manner of its working is comparatively clear and

simple. In this regard it is a type of what a tax law should

strive to be.

It may be urged that a system of taxation resting on

selected articles would be unjust as between the producers

of taxed and untaxed goods, but such a conclusion overlooks

one important fact. Equity in taxation does not demand
uniform taxation of all industries. Its claims are satisfied by

uniformity of taxation within that class of industries that pro-

duce what may be termed " competing " commodities. If

beef is taxed, mutton should also be taxed, because both

minister to the same want, and should the beef producer

raise his price to meet a tax payment he would lose his cus-

tomers to the raisers of sheep. Because meats are taxed,

however, is no reason why a corresponding tax should be

levied upon the manufacture of furniture, for meat and furni-

ture do not, except in a remote degree, come into competi-

tion with each other. This principle is a fundamental one



AS A MEANS OF ARTIFICIAL SELECTION. 4"

and should have the mastery in guiding the selection of the

objects of taxation. The theory of a single tax may not be

sound, but it is essential that the prejudice in favour of a

universal tax must be broken down before a practical and
rational revenue system can be formulated. Such industries

as are similar in their industrial character and social function

should be classed together and treated alike ; and, the entire

range of taxable objects being thus grouped, the selection

of a group for the purpose of taxation, or of deter-

mining the rate or the method of taxation for the groups

selected, becomes a comparatively simple matter. The gene-

ral conclusion, then, is that it is impossible to frame a taxing

system which does not tend to create, to perpetuate, or to

intensify class relations so far as these are dependent upon
occupations and upon the investment of capital; but the

theory of universality in the tax levy being abandoned, and
the taxable objects being properly grouped, the financier may
proceed with some degree of certainty as to the results of the

system which he adopts.

66. Taxes as a Means of Artificial Selection.— The fact

that a taxing system cannot be neutral as regards the invest-

ment of capital and the direction of employment has led to

certain extreme views respecting the ability of government
to control social evolution. Thus moral reformers aim to

influence character by levying heavy duties on the manufac-
ture and sale of goods conceived to be injurious to character

;

social reformers see in taxation the means of correcting the

evils of unequal distribution of wealth; while the advocates

of protection believe that social as well as industrial evolution

is intrusted to the hands of the financier. These opinions

are not content with the incidental advantages that arise

from a judicious use of the taxing power, for so great is the

emphasis which they place upon moral, social, and industrial

aims that revenue comes to be for them a secondary con-

sideration. No one can deny the right of a sovereign people

to use governmental machinery as they see fit, but it must

be the deliberate judgment of the student of history that

serious mischiefs result from an attempt to subject revenue

machinery to a principle of action entirely foreign to the

revenue system.

(i) Taxation and the Moral Reformer.—^The moral
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reformer who seeks to check the consumption of injurious

commodities by rendering them dear has the best case of the

three classes of schemers referred to. He acts upon the well-

known law of supply and demand, and, since the articles he

selects for unusual duties are few in number and the condi-

tions of consumption comparatively simple, he is in a position

to test with some degree of accuracy the result of 'his experi-

ments. Moreover, the failure of his scheme, should it fail,

does not involve serious consequences to the revenue system,

and so great is the prejudice of the public in favour of the

moralist's argument that the financier will probably withdraw

his objections to what he must regard on strict principle as

an unwarranted use of revenue machinery. In doing so,

however, he begs the newly born science of Sociology to as-

sume full responsibility for the experiment.

(2) Taxation and the Social Reformer.—The sug-

gestion that fiscal machinery should be used as an agency

for establishing and maintaining an equitable and an eco-

nomic distribution of wealth cannot be so readily dismissed,

for all propositions of this sort must be comprehensive

in their application, and a mistaken opinion respecting them
might jeopardize the flow of adequate revenue. It is not

claimed that the possibility of disaster is final against such

proposals, for the possibility of permanent advantage to the

social structure is also present. It is, however, essential

that the financier should protect his revenues from bizarre

experiments, and on this account before he can consent to

place taxing machinery at the disposal of social reformers

he is obliged to consider their plans as an economist or a

sociologist might consider them.
''

Most prominent among the schemes by which the dis-

tribution of property is to be corrected is the progressive

income tax, but it is not necessary to arrest our analysis at

this point for a consideration of this scheme. Its error lies

not so much in the application which it makes of the pro-

gressive principle of apportionment as in its selection of the

object to be taxed. The limitations of an income tax as an

universal tax have already been presented, and it would be

necessary for one who argues in favour of establishing a more
equitable and economic distribution of wealth by means of

the progressive income tax to answer the objections which
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have been urged against the income tax as such. The advo-

cacy of the progressive income tax seems to be the resort of

reformers who are bold in language but timid in thought.

It has been proposed also that a franchise tax and a cor-

poration tax should be administered primarily with a view

to industrial and social readjustment, and it is probable that

these taxes will become an agency in the hand of government
to assist in the working out of a better social organization.

They touch industry at the point where the chief difficulty

of modern society lies. And, inasmuch as fiscal analysis

points toward the assignment to these taxes of an important

role in the fiscal system, it is just that the financier should

hold prominently in view their secondary or indirect results.

Should he, however, place too great emphasis upon social

reorganization he incurs the danger of distorting his revenue

system.

The only other suggestion of sufficient importance to ar-

rest our attention is that a single tax on real-estate rentals

should be substituted for all other taxes. The argument
urged for this sweeping fiscal reform is that in this manner
the labour and the monopoly problem will be solved without

further attention from the State. The conclusion granted,

no one would care to withhold his approval from the scheme.

The criticism that the annual rental value of real estate does

not equal in amount the annual public expenditures would
not be final against the plan, for, should this prove to be the

case, the rental tax might be supplemented by a few other

taxes. The point at issue pertains to the social results

claimed for the single tax on land values. If the tax on rental

values would work in the manner claimed there is an end

of the discussion. The fiscal system must be placed at the

disposal of the social reformer.

The argument urged in favour of the single land tax is

simple in the extreme. A tax on the rent of land to its

full amount would destroy the speculative value of land,

and land would, therefore, become common property. Such

is the argument. If by this is meant that the State

would become the contingent proprietor of the land the

assumption is true, and there may be reasons, indeed

there are reasons, which induce even conservative persons

to grant that land, when placed to certain uses, is in a peculiar
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sense a fit object of extreme taxation. But this is not the

point at issue. The question is, will a transfer of proprietor-

ship in land from the individual to the State make " free

land " in the sense that the labourer will always have the al-

ternative to work for an employer at wages offered or to

create his own wages by working on land ?

When the problem is presented in this manner there is

but one answer. Land is no more accessible for agricultural

purposes when its full rental value is demanded by the State

than when the interest for its purchase money is demanded
by the money-lender. Any one who can guarantee the in-

terest on a sum of money equal to the capitalization of the

annual rent can secure land under the existing system of pri-

vate property. What more can he do should the State be-

come the proprietor of the land and demand from the

occupier annually a tax of one hundred per cent upon the

rental ? The conclusion is inevitable. A tax on rental value

to its full amount could not change the level of wages or

establish a natural law of wages, or enlarge the liberty of the

worker. As a proposition for solving the labour problem,

and of effecting in this manner a great social reform, the

single-tax theory does not bear the test of analysis. It may
be dismissed, therefore, without inquiring as to the effect

of the plan on revenue.

(3) Taxation and Protection. — Perhaps the most
troublesome of all the schemes for bringing social evolution

under the direction of tax legislation is that advocated by
" Protectionists." According to this plan capital and labour are

directed to the production of goods that might otherwise be

secured from foreign producers. This is to be done by means
of a tariff duty levied on the importation of such goods, the

importation being obstructive or prohibitive according as the

rate of duty is relatively low or high. The home market is

thus reserved to home producers and, unless the nation is

willing to forego the consumption of the goods in question,

factories must spring up for their production at home. The
ability of the legislator to direct in this manner the invest-

ment of capital and labour cannot be doubted, nor can the

fact that such " encouragement " of industry exerts a decided

influence upon social evolution be seriously qeustioned. It

is, therefore, incumbent upon the student of finance to fa-
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miliarize himself with the claims of the advocates of protection
and to inquire how a system of protective duties does as a
matter of fact work.

The only theory of protection drawn so as to meet the

requirements of scientific presentation is that of Friedrich

List in his treatise entitled The National System of Political

Economy. Whatever may be said of the industrial analysis

underlying this book, it is from the formal point of view
comprehensive, logical, and self-consistent. The treatise

is important, also, because of the part which the

policy it advocates has played in the nationalization of

the German people, and. because of the influence exerted

by the ideas with which it is in harmony in the tariff

policy of the United States. Without stating, much less de-

ciding, the question of priority as between Friedrich List

and Henry Carey, or of expressing an opinion respecting

the obligation of List to the American System of Protec-

tion as expounded by Henry Clay, we shall proceed at once

to an analysis of this theory. The ideas of List are espe-

cially pertinent to the line of treatment followed in this chap-

ter, because as a theory they rest upon what its author claims

to be a law of social evolution.

List's argument for protection is an argument involving

three terms, as follows

:

First. There is a natural order in social growth to which
all peoples must conform in their evolution from savagery to

civilization. Assuming the pastoral state as a starting-point,

it being a social condition just one step removed from

savagery, the next stage in evolution is that of agriculture;

this is followed by manufacturing for the home supply, which
in its turn is followed by manufacturing for foreign com-
merce.

Second. While the above is the natural order of develop-

ment, and while it is true that this social evolution may per-

haps ultimately be accomplished by all peoples of vigour and

energy, the process of development receives a decided check

at its second step by the fact of trade between peoples of in-

ferior and superior industrial standing. Or, to put this ex-

plicitly, the step from the Agricultural to the first Manufac-

turing stage is seriously retarded by freedom of trade.

Third. From the above premises it is concluded that if
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a people desire to attain the highest phase of social develop-

ment, and to realize the benefits of a justly balanced industrial

organization, the law-making body must, at the proper time

in the growth of national life, prohibit, for a period, the im-

portation of goods manufactured abroad. This might of

course be done by a direct prohibition of foreign trade, but

for many reasons governments have always chosen to do this

by means of a system of protective import duties.

The above argument may be comprehended more perfectly

by noticing two general facts that lie involved in its reason-

ing. In the first place, it is evident that protection as con-

ceived by List pertains to one step only in social evolution,

and is defended as a temporary and not as a permanent policy.

The period of protection must be preceded by a flourishing

foreign trade, in which the surplus of agriculture is used to pay

for the products of foreign factories, since there could not other-

wise be developed a sufficiently imperative demand among the

people to lead to the establishment of home industries should

the foreign supply be cut off. It lies in the theory to assert

that the burden of protection, which appears in the higher

immediate cost of goods, is the price paid by the nation for

its education in the art of manufacture. It is conceived as

an investment to bear a dividend when, the education having

been completed, the nation may come into the enjoyment of

the profits of a flourishing foreign commerce. It thus ap-

pears that freedom of commerce must follow as well as pre-

cede a period of protection. Protection is defended as a

temporary and not as a permanent policy; indeed, to make
it permanent would defeat the evolution which protection is

designed to assist.

In the second place, the object of protection being the

education of the nation in manufacturing skill, and the cost

of this education being an expense justified only by the ulti-

mate advantage which it brings, it is evidently sound policy

to relieve the process of manufacture of all unnecessary em-

barrassments. No tax, for example, should be placed on raw

material, for such a tax would tend to embarrass the develop-

ment which it is the design of the protective policy to foster.

The granting to agricultural industry, also, a protection like

that granted to manufacturers is, for the same reason, a mis-
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conception of the idea upon which the poHcy of protection
rests.

In the case of a single tax on land it was necessary to
analyze the social claims made for it by its advocates, for the

tax itself has never been tried ; but in the present case there

is ample material for judgment in the experience of nations

that have undertaken to foster their industrial and social

development by means of protection. It is to that experience

that appeal is now made for support of the assertion that

no government has yet shown itself wise enough and
strong enough to administer a protective policy in harmony
with its assumed theory of social evolution. In theory pro-

tection does not become a source of positive advantage until

it gives place to freedom of commerce ; in fact after a nation

has once tasted the stimulus of protection commercial free-

dom is either impossible of attainment or can be attained

only through a struggle so great as to mark an epoch in

financial legislation. In theory protective duties should be
high when first imposed and decline as nations learn the

lesson of manufacturing skill; in fact they begin with a

moderate charge and mount higher and higher each suc-

ceeding year. In theory the burden of protection, that is

to say, the cost of the nation's industrial education, is borne

by the agricultural industry, or by such elemental manufac-

turing industries as arise normally in an agricultural com-
munity; in practice, especially where government rests upon
popular favour expressed through the ballot, the policy of

protection quickly drifts into the illogical and self-destruc-

tive policy of an " all-round protection." In theory, a definite

market being guaranteed the producer, an industrial society

fostered by protection should show a steady and uniform

development; in fact the chief mark of such a society is

instability of industrial conditions.

It is not difficult to explain why the experience of nations

with the protective policy fails to harmonize with the pro-

tective theory. The persistence of the practice long after the

nation is educated in manufacturing skill arises from the

fact that a tarifif law, so framed that foreign manufactures

are excluded from the home market, becomes one of the

conditions under which the production, manufacture, and sale

of goods are carried on. The assignment of capital and labour
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to the various lines of industry, the extent to which machinery

is used in production, the locaHzation of industries, indeed

everything that gives character to industry, comes under the

influence of customs legislation. Even the value of the

manufacturing plant depends in part upon customs laws, and,

although a protected manufacturer cannot on this account

urge the argument of a vested right, the government is dis-

inclined to deprive him of a value due to the protection which

it previously granted. Under such circumstances the busi-

ness community, which always conceives its interests endan-

gered by sweeping reforms, and whose views on public

questions are commonly controlled by proximate rather than

ultimate considerations, can never be brought to favour the

abandonment of the tariff. The sentiment against change is

compact and crystallized, while that of the community at

large, the chief beneficiaries of freedom of commerce, is un-

organized and of a general character; and it goes without

saying that when a definite commercial interest comes into

controversy with a general sociologic interest the former and

not the latter will control legislation.

Should it be urged that the above argument is not peculiar

to protective legislation, since every tax law enters as a factor

into the conditions under which industry is carried on, it must
be admitted that there is some truth in the statement. Pro-

tective tariff legislation, however, differs ^rom ordinary

revenue laws in two particulars.

In the first place, so far as the laws of taxation call for a

visible payment assessed to persons or imposed on property

no commercial or class interest can be urged against the aban-

donment of such legislation. So far, on the other hand, as

revenue laws enter into the price of commodities, in such a

manner as to confine the purchaser of goods to the home
market, they create within the country conditions of manu-
facture different from those that exist in foreign or competing
countries, and the modification of such laws comes to be a

matter of great concern to the home manufacturer. In

the second place, a revenue law enacted and administered

under the guidance of the revenue principle carries with

it a sure test of its own efficiency, while a system

of taxation in which the financial principle is subordinated

to industrial ends is, in a large measure, superior to the tech-
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nical criticisms of the financier. It thus appears that there

are special reasons why customs duties framed to meet the

requirements of industrial protection are more persistent than

ordinary tax laws.

Another point in which the experience of nations

differs from the theory of protection is that the policy is

extended to all industries instead of being confined to the

manufacturing industry. In the United States, for example,

where the agricultural industry furnishes the chief portion of

the nation's exports, the protective policy has been extended

to agricultural products. A moment's consideration must
make it clear that an industry which furnishes a large surplus

for export cannot be assisted by imposing limitations upon
the importation of such goods as it produces; and the fact

that such goods are included in the list of protected com-
modities is due to the desire on the part of those interested

in protection to say that this legislation is not class legislation.

Where government is not dependent upon popular vote, or

where a single interest is represented in the law-making body,

protection need not stultify itself by advocating an " all-

round " protection.

The fact that the rates charged under a protective tariff

rise rather than fall from year to year, and that an industrial

community fostered by protection is marked by instability,

has the same explanation. It is the natural desire of all busi-

ness men to reap as high a rate of profit as possible from the

industry in which they are engaged. In so far, however, as

the conditions of commercial competition are maintained it

is not possible for one industry to enjoy for any considerable

length of time a profit greater than another industry. The
argument which asserts that competition within a country

will bring down the rate of profit in protected industries to the

general average in the community is sound in theory, and
the result might be realized in practice were it not for con-

stant changes in tariff laws. The protected manufacturer

finds in every modification of the tariff an opportunity for

unusual profit during the time that industry is adjusting itself

to the new tariff conditions, and it is consequently to his

advantage that customs duties should not be stable. It is the

constant change that is the source of unusual profit to pro-

tected industries, and the financier must recognise that his
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revenue system cannot be stable so long as the revenue prin-

ciple is subordinated to the protective principle in the framing

of customs duties. Instability of industrial conditions must
be accepted as one of the inevitable results of any system of

protective duties.

It would be possible to refer to many other results of the

levy and administration of taxes, but those to which atten-

tion has been called are perhaps all that are essential to an
appreciation of a sound revenue system.
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ADMINISTRATIVE CONSIDERATION OF TAXES.

Shall all Revenue be Secured by a Single Tax 7

(i) The Single Income or Property Tax.

(3) The Single Excise System.

(3) The Single Land Tax.

How MAY THE Rate of Taxation be Determined?
(1) The Rate for Direct Taxes.

(8) The Rate for Indirect Taxes.
(a) The Financial Interest.

(i) The Sociologic Interest.

(c) The Administrative Interest.

Administrative Questions Respecting the General Propertt
Tax.

(i) Inequalities between Persons.

(a) Inequalities between Real and Personal Property.

(3) Inequalities between the Several Grades of Government,
Administrative Questions Respecting the Corporation Tax.

(i) Selection of Industries to be Taxed.

(2) The Proper Basis of Assessment.
(o) Property the Basis of Assessment.
(i) Volume of Business the Basis of Assessment.
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(</) Special Cases of Assessment.
Administrative Questions Respecting Customs and Excise

Duties.

(i) Choice of Articles for Import Duties,
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Administrative Questions Respecting Income Taxes.

The purpose of the present chapter is to discuss certain

questions which arise in the framing of tax laws, the discus-

sion being regarded primarily from the point of view of

administration.

67. Shall All Revenue be Secured by a Single Tax ?— Any
scheme of taxation by which simplicity in fact as well as in

421



422 /IDMINISTR/ITIVE CONSIDERATION OF TAXES.

name may be secured would receive the immediate and uni-

versal approval of financiers, and it is largely as a means of

attaining simplicity that cer'tain writers have been led to ap-

prove the idea of single taxation. The plan which com-
mends itself to the treatise consists in a careful classification

and judicious selection of sources of revenue. As a means
of strengthening this conclusion we shall pass in rapid review

a few of the more prominent schemes of single taxation that

have from time to time arrested public attention.

(i) The Single Income or Property Tax.—While the

abolition of all taxes except those imposed on incomes or

property has never been seriously proposed as a measure for

immediate adoption, there is scarcely a general treatise, upon
finance that does not give a more or less direct approval to

the thought that the simplest and fairest tax is the one that

accepts personal income as the basis of contribution.

Whether the authors of these treatises intend it or not, the

impression is left that as the revenue system approaches the

taxation of incomes it attains its ideal perfection.

We need not arrest our investigation with a consideration

of the difficulties that lie in the way of the assessment, levy,

and collection of taxes on personal incomes, for the argument
goes astray before it reaches this point. It is manifest, if any

one thing, or element, or quality is to be made the basis of

the levy of taxes, it must possess homogeneity, not alone from

the industrial point of view, but from the social and political

points of view as well. It must bear the same import to all

citizens, and not change its character, either for the citizen

or the State, with changes in its quantity or its use. This is

not true of personal incomes. Whether regarded as posses-

sions or as potential expenditure, incomes change their quality

with their amount, and the social results of their expenditure

vary with the objects to which expenditure is assigned.

lAll this is familiar to the student of the most recently de-

veloped economic theory, which aims to disclose the ministry

of wealth and to re-analyze the principles of production and

exchanges in the light of the economy of consumption. As-

suming the analysis thus suggested to be sound, it is evident

that while the single income tax might contribute simplicity

to the revenue system so far as the object of taxation is con-

cerned, yet it would nevertheless bring the system again into
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confusion on account of the classification of incomes, and
the great variety of ratings that would be necessary to attain

justice, either from the point of view of the relative payment
of individuals or when considered as a permanent feature in

the social structure. But this line of reasoning has already

received adequate attention.* The considerations, moreover,

upon which this general conclusion rests are equally per-

tinent to all of that large number of propositions for single

taxation which attach themselves to some peculiar feature of

property, and on this account their special consideration may
be omitted.

(2) The Single Excise Tax.—An excise tax, as that

phrase was used before differentiated from import duties,

implies an assessment levied on the producer or the dealer

in the expectation that its payment will be transferred to

consumers in proportion to their respective expenditures.

The propriety of calling an excise tax a single tax rests upon
the assumption that the basis of its levy is the domestic

budget. It is a single tax in the sense that it is imposed on
family or personal expenditures.

The enthusiasm with which excise taxes were regarded

by the eighteenth century was due to the thought that none
could avoid them. Consumption being the only fact of life

common to all citizens, a tax on consumption was accepted as

a means of securing universality of contributions for the sup-

port of the State. It was a part of the doctrine of eighteenth-

century liberalism to approve the excise taxes, and of conserva-

tism to oppose them ; for the liberals in this controversy were

the middle classes, on whom public burdens rested after the de-

cay of feudalism, while the conservatives were the nobility and

clergy, who, according to common practice, were exempt from

many of the pecuniary burdens imposed by the State. But
it cannot be denied that the simplicity of the excise tax, as it

was at first conceived, was greatly in its favour, and that this

argument, common to all schemes of single taxation, could be

urged, so far as formal logic was concerned, in favour of an ex-

clusive and comprehensive excise tax. It is not strange, there-

^S^^ktJVt^s^excise taxes of the seventeenth and eighteenth

ranturies werte nsgarded by financiers as the principal form

of taxationdestined, if not to replace all other kinds of im-

«i ftS >"'* TfJ Chapters II and III of this Book.
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post, at least to hold the principal position in the fiscal

system." *

No extended argument is needed to show wherein this

theory erred. An excise system is a single-tax system in

name only, for, although it accepts expenditure as the basis

of payment, it does not bear a common significance to all

classes in the community. Expenditures develop with ex-

panding income. They follow certain more or less rigid

psychological and social laws. Commodities vary in their

economic character according to the grade or persistence of

the want they are designed to satisfy. As the sense of equity

in taxation grew, being one phase of the growth of demo-
cratic sentiment, these psychologic differences in the varying

sorts of expenditure led to the classification of commodities,

and to the assignment of dififerent rates of taxation to each

class ; that is to say, the demand for equity in the administra-

tion of excise taxes led to the adoption of measures which

destroyed the simplicity of the system, and in this manner
broke the force of one of the arguments by which the theory

of a single-tax excise was supported.

It is not necessary to rely for analysis upon this conclu-

sion. In no country in the world have excise taxes been used

as a system of general taxation without drifting into a con-

fusion of imposts, and calling sooner or later for radical re-

forms. In 1672 William Temple declared of the Holland

system of excise taxes that any one who ate a dish of fish in

Holland paid thirty different taxes when settling the bill. In

the year 1817 there were in force in Prussia fifty-seven tolls

and excise tariffs comprising 2775 articles.^ The financial

reform which took place in England in the nineteenth

century resulted in the abandonment of the general import

duties, these being regarded as excise duties within the mean-
ing of this discussion, and the substitution for them of an

import duty on a few carefully selected commodities. Thus
the history of the excise taxes, where they have been tried,

shows that they cannot retain their simplicity and at the

same time retain their character of a general excise system.

The demand for justice of payment as between citizens must

destroy inevitably the simplicity of the tax in its original form.

* Bastable, Public Finance, p. 472.

t Cohn, The Science of Finance, p. 406.
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There is another reason why " taxes on consumption "

cannot be accepted as an adequate basis for a fiscal system.

They are not universal in proportion to income, for their

payment may be evaded by a penurious system of living.

This consideration w^as regarded lightly so long as the classi-

cal doctrine of capital building retained its influence. Ac-
cording to this doctrine capital was built out of personal

savings, and, should one evade payment for the support of

the State by curtailing expenditures below what is socio-

logically warranted by his income, he must nevertheless of

necessity serve the public, because what he saved would be

converted into capital for the advantage of the public. This

is no place to consider the economic theory of capital, but,

to state the situation in mild language, the doctrine that the

industrial development of a nation is dependent upon the per-

sonal savings from private incomes has teen surrounded by

so many modifications as to render it of comparatively little

importance in the discussion of any industrial or financial

question.

For two reasons, therefore, it is not possible to consider

excise taxes as a satisfactory basis of the system of single

taxation. Its simplicity is apparent rather than real, and it

does not guarantee universal contribution from those who
pay taxes in proportion to ability to pay.

(3) The Single Land Tax.—The most persistent of the

schemes for single taxation is the one which accepts land for

its basis, a fact which is doubtless explained by the manifest

relation which land bears to industry in that it is the source

of material products. During the past one hundred and fifty

years the theory of the single land tax has secured for itself

two expressions: the one that of the Physiocrats, the other

that of the modern " Single Taxer." The fundamental idea

is the same for both of these programmes, although their

expression dififers according to the respective economic theo-

ries with which they are in harmony. They both address

themselves to that fund of value which accrues to the owner

of the soil, and which is peculiar in this, that any payment

made out of it cannot react upon other industries. This fund

is now called rent. It was called by the Physiocrats a net

product.

According to the Physiocrats all industries and occu-
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pations except agriculture were " sterile," that is to

say, they created no value, inasmuch as the value of their

products was equal to the value of the raw material used,

and of the commodities consumed by the labour, while carry-

ing on production. It was not claimed that manufactures,

commerce, government, and the like were useless, but that

they produced nothing in excess of what they consumed.
When one calls to mind the confusion resulting from the

practice of indirect taxation as it existed in Europe in the

seventeenth and eighteenth centuries he can readily under-

stand how the Physiocrats came to believe that whatever

entered as an element of cost in the manufacturing processes,

whether it be material, wages, or taxes, must come out of the

net product of agriculture; and it is easy to appreciate with

what enthusiasm the eighteenth-century student adopted the

proposal that the government should take all that it needs

for its support at the beginning and relieve manufactures

and commerce from all subsequent demands. The source

of payment he assumed to be the same in either case, and

the substitution of a single land tax for excise duties appealed

to him on account of its simplicity and its certainty.

The Physiocratic scheme of taxation lost its control over

the imaginations of men when it became clear that the net

product which accrues in connection with agriculture is not

due to the generosity of nature, but to the unequal manner

in which nature distributes facilities for production. It is

not a surplus value to agriculture as such, but a differential

profit which accrues to the more fortunate landowners. It

is, in short, rent, as defined by Ricardo. It was the peculiar

service of Adam Smith to show that all useful labour creates

value, and therefore that all useful industries are productive,

and not sterile. This of course took from the Physiocratic

scheme the premise upon which the justice of the single land

tax rested.

The modern advocate of the single land tax recognises

the Ricardian doctrine of rent and makes it the basis of all

his reasoning. His justification for the taxation of land to

its full rental value is that this value does not result from

anything which the owner has done, but from the growth of

society. The tax appears to be just, since it enables society,

through the government, to take for its own purpose the
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value which it itself has created. The error in this line of

reasoning lies in the assumption that the influence of social

evolution upon values is confined to the values of real estate.

The secret of wealth in the nineteenth century is organization

and combination, and there is scarcely an industry which, to

some degree at least, as compared with previous years of its

existence, has not experienced an accumulation of values due

to general industrial attainments and higher ideals of living.

The mistake of the modern single-tax advocate is in kind,

although not in form, the same as that of the Physiocrat.

He confines the application of an industrial principle to a

single form of industry. While it is doubtless true that the

influence of social development upon the increase and de-

crease in land values may be more clearly traced than in other

property, it is a mistake to assert that this influence is confined

to landed property. It thus becomes evident that the single

land tax cannot be a just tax as between the owners of real

estate, who, it is admitted, are in the enjoyment of a diflferen-

tial profit, and the proprietors of other forms of industrial

property which also give rise to a differential profit. The in-

ability of the tax on land to its full rental value to provide
" free land " has already been referred to.* The difficulties

incident to administration also have been cursorily discussed.

f

If, now, to these conclusions be added the conclusion that the

tax proposed does not recognise all forms of fortuitous or

socially produced income, we are warranted in dismissing this

programme finally from our consideration.

J

Professor Cohn § in his presentation of this subject sub-

mits five reasons why a State cannot base its revenue system

upon any single tax. Two of these reasons are worthy of

repetition. In the first place, he states that the " payment
of taxes rests, as we are well aware, on various principles of

• Vide § 66, (2).

t Vide § 41, (2).

X It is probable, when the lego-historic significance of corporations

and the industrial character of large industries come to be fully appre-

hended, that some keen thinker of narrow horizon will discover that

corporation taxes should be used to the exclusion of all other forms of

impost: but until that time arrives it does not seem necessary to show
why such a suggestion would be no more tenable than any of the other

schemes of single taxation,

§ Cohn, The Science of Finance, p. 377.
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equity, which cannot all be satisfied by the single tax." In

explanation of this he calls attention to payments for the

support of general governmental functions, such as school

taxes, police service, and the like, payments which are par-

ticular in their character. It does not lie in this treatise to

press this distinction as far as does Professor Cohn, but when
one holds in mind the evolution of society and the develop-

ment of governmental functions he is obliged to concede

that a revenue system adequate to one stage of development

or to one phase of public activity may not be pertinent to

another. A multiple system of taxation is necessary to in-

sure an easy evolution in the fiscal system pertinent to a

complex society.

Another consideration urged by Professor Cohn against

a single tax is found in th^ fact that " the organization of a

commonwealth under a system of larger and smaller civil

divisions, especially in a federal State, gives rise to peculiar

fiscal conditions such as do not admit of our placing at the

disposal of each of these civil divisions a single form of taxa-

tion which is to be used by all in common." The student

will appreciate the significance of this suggestion when in

the subsequent chapter it is endeavoured to frame a revenue

system adequate to the needs of the Federal American

State.

Our conclusion, then, is as follows: While simplicity in

taxation is conceived to be of paramount importance, no

scheme of single taxation has yet been devised for attaining

this end without sacrificing the principle of justice or, in its

attempt to realize justice, drifting into inextricable confusion;

moreover, an appreciation of the complex relations of the in-

dustrial organization, of the many forms of governmental

service, and of the several grades of governments which to-

gether make up the State seems to warrant the assertion

that no single tax is conceivable which can satisfy the de-

mands of a sound revenue system. As Professor Bastable

remarks :
" The defects of the opposed systems of single

and of multiple taxation tend to countenance what has been

called ' plural taxation,' in which the revenue is not, on the

one hand collected by a single form of duty, nor on the other

divided into a great number of trifling charges." *

* Bastable, Public Finance, p. 323.
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68. How May the Tax Rate be Determined?— No part

of the revenue system comes so readily under the influence

of practical considerations as the adjustment of the rate of

taxation to the object taxed. Rate-making is at best a com-
promise of interests. It is an exponent of policy, and for this

reason among others it is evident that no hard and fast rules

can be laid down. The limit of scientific procedure in this

direction is found in the presentation of those considerations

by which the adjustment of rates may be properly influenced.

Three general cases present themselves: first, that of a direct

tax to the individual when property or income is made the

basis of payment ; second, that of an indirect tax to the indi-

vidual when the payment of the tax is carried to the consumer
is the price of a service or commodity ; third, that of a direct

tax to a corporation or business which reaches the individual

in the form of reduced dividends to shareholders or through

readjustments in the terms of contracts. The first and second

of these cases will now be discussed ; the third seems to unfold

itself more naturally in connection with the administrative

questions suggested by corporation taxes.

(i) The Rate for Direct Taxes.—In case the tax under

consideration is a direct tax, the quantity of the thing taxed,

as well as the amount to be raised, having been determined,

the adjustment of the rate is a very simple matter. The rate

at which the tax settles will be the rate necessary to secure the

money needed. The property tax as practised in this country

serves well as an illustration. The assessor lists the property,

the legislature votes the expenditure, and the rate is deter-

mined by computing what per cent the expenditure is of the

value of the property listed. It is common for this aggregate

rate to be made up of several special rates. The township,

the county, the school, and the State tax is each deter-

mined by itself, and each assigned in turn to the property

assessed. The rate of an income tax also is made in very

much the same manner in those countries where the revenue

from this tax is used to even up the discrepancy between

ordinary revenue and ordinary expenditures, or to provide

a fund for some unusual service. It thus appears that, in

the case of direct taxes on known amounts, the determina-

tion of a rate presents no difficulties.

(2) The Rate for Indirect Taxes.—^When, however,
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indirect taxes, such as import duties, excise duties, or the

taxation of a business that permits no differential profit, are

under consideration, the question cannot be so easily disposed

of. Such taxes enter as an element of cost into commodities

or services, and on this account tend to disturb what would

otherwise be the normal relation between supply and demand.

Thus the probable effect of taxes at the several rates proposed

must be carefully considered and that rate chosen which will

be the least deleterious or the most advantageous, all things

taken into the account. Moreover, the sociologic significance

of the commodity or business accepted as the basis of the tax

must be permitted to influence the relative rates imposed.

These suggestions will become definite if we, first, consider

the rule for rate-making laid down by the financial interest;

second, the modification of this rule in the interest of normal

social development ; and third, a further modification in the

interest of effective administration.

(a) The Financial Interest.—By the financial interest as

the phrase is used in this connection is meant the desire to

obtain adequate revenue in the easiest and surest manner.

To this end the industries selected as the basis of taxation

will be those which minister to the universal necessaries of

life, and the rate imposed will be considerably under what is

technically known as the maximum revenue rate. Under
such conditions there will be no considerable tendency for

the tax to curtail consumption. Large amounts may be

raised by virtue of the universality of the payment ; and, what
is also of importance, the rate chosen being below the maxi-

mum revenue rate, the amount of revenue will increase or

decrease as the rate itself is raised or lowered. Thus elasticity

of revenue, as well as certainty and ease of collection, will

result when commodities taxed are the necessaries of life, and

when the rate imposed is less than the maximum revenue rate.

Productivity is secured by the broad basis upon which taxes

rest rather than upon the high rate at which they are operated.

It is common to say that the demand for those commodi-
ties which minister to the comforts and luxuries of life is

more sensitive to price than the demand for the necessaries

of life. In so far as this is true the maximum revenue rate

for the latter must be a lower per cent of the price which the

consumer pays than of the former, from which it follows
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that necessaries may be taxed at a higher rate without

diminishing the productivity of the impost than in the case

of comforts and luxuries. Upon the basis of this assumption,

and regarding the matter purely from the fiscal point of view,

the rate of a tax which incorporates itself in the price of

goods follows a descending scale as the goods in question

ascend in the order of developed wants. The rate upon the

necessaries of life would be high, upon the comforts of life

moderate, and upon the luxuries of life low.

This rule, however, overlooks one important fact of human
nature. Even from a fiscal point of view its rigour must be

somewhat modified. The classification of commodities into

necessaries, comforts, and luxuries has no very concise mean-
ing for a society that is stratified along the lines of income

and expenditure. Demand is a matter of habit, both heredi-

tary and acquired. Each class in society, so far as classes

depend on the money one can spend in living, feels its own
needs to be imperative whatever they may be, and it is not

universally true that a rise in price will act more quickly on

demand in the case of goods adaptable to the higher rather

than to the lower wants in the order of social development.

Especially pertinent is this observation to the conditions as

they present themselves in the United States, where the com-
mon experience of the large majority of the people is to live

in the presence of assured necessities and under the influence

of a constantly growing sense of social and aesthetic wants.

Not uncommonly will it be the case that threatened depriva-

tion of a commodity, the possession of which is the badge of

social standing, will be felt more keenly, and lead to more

strenuous effort, than the placing in jeopardy of some of the

commonly accepted necessaries of life. From this it becomes

evident that the maximum revenue rate for intermediate com-

modities may approach that of the necessaries of life.

In the case of luxuries, also, a possible exception to the

above rule of rating presents itself. It is a commonplace of

practical business that a high price for certain kinds of goods

is a factor favourable to intensity of demand, and, in so far

as this is the case, a tax which increases the price will not

defeat itself by acting as a deterrent to purchasers. This

truth is of relatively slight importance, however, in adjusting

the rates of a general revenue system, because citizens who
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enjoy an income sufficiently ample to warrant careless ex-

penditures are relatively few, and no government could hope

for any considerable income by imposing a high tax upon
class luxuries. The rule of rating, therefore, as laid down
by the financial interest, while it may indicate in a general

way the curve of rates for goods designed to satisfy wants of

different social grades, must, even in the interest of revenue,

be applied under the direction of accumulated experience.

(6) The Sociologic Interest. — But there are other con-

siderations to be taken into the account. The sociologic

results of taxation cannot be overlooked. . In so far as price

is a factor in determining the extent or the direction of

purchase and consumption the tax, when of such a form as

to be an element in price, becomes one of the conditions

under which social development takes place. What grade,

class, or quality of goods is it desirable that society should

consume ? What order in the development of consumption
harmonizes with the rule of social progress ? In what class

is found the strength of the State, and how may the further

extension of that class be fostered ? These questions, and

others like them, must be answered by the financier before

he can adjust the rate of taxation to the requirements of a

satisfactory revenue system. The reasoning upon this point

has been adequately set forth, and it only remains to say

that what is termed the sociologic interest presents a rule

for adjusting rates wholly at variance with the rule laid down
by the purely fiscal interest. The sociologic rule for ratings

is as follows : the rate of taxation should increase as the

goods taxed rise in the scale of social use. The necessities

of life should be freed from taxation or taxed at a relatively

low rate ; the intermediate goods should be taxed at a higher

though not an excessive rate; while the luxuries should be

imposed with the full maximum revenue rate. If it be de-

sirable for sociologic reasons to discourage the consumption
of goods regarded as pernicious, such goods should be im-

posed with a tax in excess of the maximum revenue rate.

Such at least is the contribution of the sociologic interest to

the question of rate-making.

(c) The Administrative Interest.—It would be a mistake to

settle any question of taxation without consulting the ad-

ministrative interest, and in no case is this remark more
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pertinent than when the question of rate-making is under
consideration. The smuggler and the illicit manufacturer

are ever present, and their influence in preventing the normal
working of an import tax or of a system of excise duties

cannot be overlooked. It would be useless to impose a high

rate should the result be to stimulate unduly the activity of

those who make their livelihood by evading the tax laws.

Two ways are known for the discouragement of smuggling
and illicit manufacture. The one calls for a strong body of

police and an efficient revenue detective agency; the other

aims to remove the motive for illegal traffic by reducing the

tax so that the profit which may be gained by smuggling
and illicit manufacture will not compensate for the danger
incurred. This means, among other things, that the practical

limit to the rate at which a commodity may be taxed depends
in large measure upon the ease or difficulty with which the com-
modity can be smuggled or illicitly manufactured. In general,

the goods that invite the attention of smugglers are thosewhich
carry a high value in small bulk, that is to say, goods which
minister to the wants of the more wealthy classes in the commu-
nity. It thus appears that while the financial and the sociologic

interest would lay a high rate upon class luxuries, the ad-

ministrative interest precludes the feasibility of such a rate.

Diamonds, for example, will be worn regardless of cost, and
on this account might be imposed with a high duty; the

sociologist, also, would permit them to be listed among
highly taxed commodities. But it is evident that the tax

might easily be placed so high as to defeat revenue. The
practical limit of a rate is the ability of the administration to

collect it.

From the above considerations it appears that the adjust-

ment of a rate is not a simple matter. It cannot be accom-
plished by arbitrary rule, and all that can be done in a scien-

tific treatise is to state clearly the interests involved and to

leave the application of the principles discovered to the prac-

tical judgment of the body whose duty it is to frame tax laws.

The matter is very largely one of social psychology, and
more light will be thrown upon the subject by the lamp of

experience than by the theories of writers. Financial statis-

tics are of the greatest importance to one who would deter-

mine the proper rate of taxation. Thus far in the history of
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most peoples fiscal exigencies have been so imperative as to

place the adjustment of rates almost exclusively under the

guidance of the fiscal and administrative interests. Not only

have those duties been selected for taxation which minister

to the necessities and comforts of the great body of the people,

but the rates selected have commonly been those capable of

producing the largest amount of net revenue. It may be

expected, however, as the social conscience becomes more
defined that the sociologic interest will exert a relatively

greater influence upon the adjustment of rates.

Other questions there are of a general character, such as

the comparison of local and national taxes, the use to be

made of specific and ad valorem duties, the means of avoid-

ing double taxation, and the like, that might be made the

subject of independent analysis ; but, partly on account of the

limited space at the disposal of this treatise, and partly be-

cause the practical character of such questions permits one

to judge with greater confidence respecting them when pre-

sented in connection with some definite proposal, their sepa-

rate consideration is not here attempted. Better results may
be expected from an inquiry into the various forms in which

tax laws may be drawn, and from an investigation into the

possibilities and limitations of those methods of raising deri-

vative revenue which the analysis of the nature of taxes has

left at the disposal of the financier. Following out this sug-

gestion we shall now turn our attention to a consideration

of property taxes, corporation taxes, excise and customs

duties, and income taxes, from the point of view of him who
frames and administers tax laws. A theoretic analysis of

these taxes has already been presented; we shall now under-

take their analysis as projects of law.

69. Administrative Questions Respecting the General

Property Tax.—It will be remembered that the general pro-

perty tax accepts value of all property, irrespective of its in-

dustrial character or of the use to which it is put, as the basis

of the universal tax levy. The error involved in this theory,

as was pointed out, is that value is not a homogeneous quality

of things, and that any system of taxation which assumes it

to be such must work unjustly as between the holders of

different sorts of property. This is, however, scarcely

adequate as a final argument against the property tax, for
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if no other difficulties present themselves it might be possible

to attain substantial justice by classifying property according

to its economic character, and by assigning an appropriate rate

to each class of property. It is true this would destroy the

formal simplicity of the scheme and introduce complications

that would render the system more difficult of administration

than it is at present ; but it would satisfy the objection of the

theorist. It seems necessary, therefore, before concluding

that the general property tax should be abandoned or radi-

cally modified, that we inquire respecting the manner in which
this tax works in order to discover if the difficulties by which
its administration is surrounded are so serious as to render

futile any readjustment in its form that might be undertaken.

The making of a tax bill is a very simple affair so far as

method of procedure is concerned. In a State like Michigan,

for example, whose local government is a compromise be-

tween the county and township system of organization, the

assessment, levy, and collection of taxes are intrusted to town-

ship officers. It is the duty of the assessor to list the property

in the township and to assign to it a valuation for the purpose

of taxation. The name of each citizen who pays taxes is

entered upon the assessor's books, and against his name is

set down the amount of his property, classified according to

the requirements of the law. The assessment roll made
up in this manner is accepted as the basis for the levy

of township taj^es. The county obtains its list for county

taxes by combining the assessment rolls of the several

township officers, while the State levies its taxes upon

the combined valuation of the counties. In the bill presented

to the taxpayer it is common to state separately the rate

imposed for each of the grades of government or special

objects supported by the general property tax, and what is

known as the rate of local taxation in the United States is

the sum of these separate assessments less the amount col-

lected for State purposes. The collection of taxes follows in

general the same theory. The local officer, commonly the

treasurer of the township or of the county, according as the

township or the county is the unit of local administration,

receives the taxes and pays over in lump sum the amounts

due the other grades of government in proportion to the per-

centages expressed in the tax bill. This, however, is a purely
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ministerial function, and being the occasion of no difficulty in

the administration of the law, will not receive further con-

sideration.

The evils of the general property tax centre in the task

of assessment. While the great mass of property was in the

form of real estate, and while such personal property as existed

was simple in its industrial character, the general property

tax worked fairly well. Under such conditions it was pos-

sible for the assessor to list fully and assess fairly the property

of citizens. But since the development of corporations has

changed the character of industrial property, giving it a form

that can easily be hidden from the eye of the assessor, and
since credit relations have developed to such an extent that

double taxation must inevitably follow the listing of the

property of all citizens, the task of the assessor has become
a very difficult one. Not only does he find it impossible to

discover personal property of those who refuse to make reply

or who are guilty of false returns, but the dishonest citizen,

taking advantage of those provisions of the tax laws designed

to avoid double taxation, is able so to locate his property as

to evade assessment.

To speak definitely upon this point, three difficulties pre-

sent themselves in the administration of the general property

tax:

First. This tax works unequally and unjustly as between

citizens of the same town.

Second. It works unequally and unjustly as between real

estate and personal property.

Third. It works unequally and unjustly as between the

townships, whose property is used as the basis of county

taxation, and the counties, whose property is used as the basis

of State taxation.

(i) Inequalities between Persons.—The inequality of

the general property tax as between citizens of the same town

arises on account of the fact that the assessor must, to some
extent, rely upon the declaration of property by citizens for

the purpose of taxation. This, indeed, is the theory upon
which the administration of this tax rests. The law com-
monly states that each citizen shall return, either in writing

or verbally in response to questions asked, a list of all pro-

perty belonging to him that is taxable under the law, and
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in some States he is obliged to take his oath as to the accuracy

of his statement. The assessor, it is true, is at Hberty to revise

the statement thus made in case he beheve it to be a false

statement, and the citizen, also, has the right of appeal to

a properly authorized board; but. after all is said and done
the assessments of specific properties will remain propor-

tionally to each other as they were originally handed in.

As an illustration of the nature of the oath attached to

the list of questions which the taxpayer is called upon to

answer the following, used in the State of Georgia, is sub-

mitted: " I do solemnly swear that I have carefully read [or

have heard read] and have duly considered the questions

propounded in the foregoing tax list, and that the value

placed by me on the property returned, as shown by said

list, is at the true market value thereof; and I further swear

that I returned, for the purpose of being taxed thereon, every

species of property that I own in my own right, or have
control of, either as agent, executor, administrator, or other-

wise; and that, in making said return for the purpose of

being taxed thereon, I have not attempted, by transferring

my property, or by any other means sought, to evade the

laws governing taxation in this State. I do further swear that

in making said return I have done so by estimating the true

worth and value of every species of property contained

therein." *

As illustrating the extensive powers which it seems neces-

sary to repose in the hands of pubHc ofScers for the purpose

of administering the general property tax reference may be

made to the taxing laws of the State of Ohio. In this State
" parties may be summoned, questioned under oath ; and if

any person fails to appear, or appearing, refuses to testify,

' he shall be subject to like proceedings and penalties for con-

tempt as witnesses in actions pending in the Probate Court'

The costs and expenses must be paid by the person whose
property is under examination, if he has made a false state-

ment to escape the payment of taxes in Whole or in part ; but

if the statement of the person is correct, and no intention to

evade the payment of taxes shall be evident, the costs and

expenses must be paid by the county.
" If a person refuse to list or swear his property to the

* Ely, Taxation in American States and Cities, p. 162.
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assessor, the auditor shall add fifty per cent to the amount

returned or ascertained, and the amount thus increased shall

be the basis of taxation." *

These illustrations are typical and indicate the process

which, under one form or another, must be relied upon for

the administration of the general property tax. Dr. Ely is

right when he says :
" The law affords every facility to the

officers intrusted with the administration of the tax laws for

the ascertainment of property. Indeed, it is hard to see how
law could go further." f But, notwithstanding these provi-

sions for the execution of the law, it is the universal expe-

rience of the American States that assessments are unequal

and unjust as between citizens. An oath is worth no more

than an affirmation; an affirmation is at last analysis self-

assessment. It results, therefore, that the amount of property

handed in, as also the valuation of visible property, is deter-

mined, even by honest citizens, by the amount which they

consider to be their just relative payment for the support

of the State; while the amount handed in by' dishonest citi-

zens is the smallest amount which they believe they can induce

the assessor to accept. No scheme could be devised for fos-

tering dishonesty like this one of self-assessment, and it should

be final against the continuance of the general property tax

that it must rely upon self-assessment. It might properly be

characterized as a taxing system degressive in its assessments

in proportion to dishonesty. They who are honest are taxed

upon a large proportion of their property, while the dishonest

are enabled to evade the performance of their full duty to

the State. The report of the Tax Commission of Ohio does

not present the case too strongly when it says that the general

property tax results in debauching the moral sense and is a

school of perjury, imposing burdens on the man who is scru-

pulously honest.

(2) Inequalities betiVeen Real and Personal Pro-

perty.—It is evident that the task of assessing property for

the purpose of taxation may be more fully and equitably ac-

complished for real estate than for personal property, a fact

which shows that the general property tax, if used to the

exclusion of all other forms of taxation, will be guilty of

* Ely, Taxation in American States and Cities, p. 155.

t Hid., p. 154.
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demanding relatively greater payments from those engaged

in agriculture than from those engaged in other callings and

pursuits. It is believed that this fact, when appreciated, will

cause the abandonment of radical revision of the general

property tax scheme. " Personal property nowhere bears its

just proportion of the burdens; and it is precisely in those

localities where its extent and importance are the greatest

that its assessment is the least. The taxation of personal pro-

perty is in inverse ratio to its quantity ; the more it increases

the less it pays." So remarkable a generalization calls for

statistical support, and there are here inserted a few facts col-

lected by Professor Seligman, from whom the generalization

is quoted

:

" The tenth census of the United States asserts that from

i860 to 1880 the assessed valuation of real estate increased

from 6973 millions of dollars to 13,036 millions, while that of

personal property decreased from 51 11 to 3866 milHons. In

1890 the assessed valuation of real estate had grown to 18,956,

while that of personal property was 6516 millions,—less than

the figures of thirty years before. In California personal

property was assessed in 1872 at 220 millions of dollars, in

1880 at 174 millions, and in 1887 at 164 millions,—a net de-

crease in fifteen years of 56 millions. Real estate increased

during the same period from 417 to 791 millions. Personal

property paid 17.31 per cent, real estate 82.69 per cent of

the taxes. By 1893, although the assessed value of real estate

was 1000 millions, that of personalty was only 173 millions.

In Illinois in 1882 personal property paid 22.01 per cent of

the taxes, in 1894 only 17.26 per cent. In Cook County (in-

cluding Chicago), personal property paid only 14 per cent;

in Kankakee County only 11 per cent. In Iowa, while the

real estate valuation in 1893 increased over that of the pre-

ceding year by 32 million dollars, the assessed valuation oi

personal property actuallv decreased. In New York the

figures are as follows:

Real Estate. Personal Property.

1843 $ 476,999,000 $118,602,000

1859 1,097,564,000 307,349,000

1871 1,599,930,000 452,607,000

1878.... 2,373,418,000 364,960,000

1888 3,122,588,000 346,611,000

1893 3.626,645,000 411,413,000
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" The proportion paid by personal property has decreased

steadily almost every year, until according to the last figures

it pays but 9.99 per cent of the State taxation, as against

90.01 per cent falling on real estate. In twenty-five years

the valuation of real estate has increased $2,000,000,000 ; that

of personalty has diminished about $40,000,000. In the Dis-

trict of Columbia the valuation was in 1878 : realty 83 millions,

personalty 17 millions; in 1894 realty had increased to i6o

millions, personalty had decreased to 11 millions. In New
Jersey, in 1887, in one township the real estate was assessed

at $272,232, the personal property at $591 ; in another the

figures were $2,274,900 and $47,150 respectively. In New
York the personalty was returned in one town at $5000, in

the adjoining but no more prosperous town at $700,000. Per-

haps the most remarkable figures are found in the large

cities. In Cincinnati the valuation in 1866 was: realty,

$66,454,602; personalty, $67,218,101. In 1892 the realty had
increased to $144,208,810; the personalty had decreased to

$44,735,670. In Monroe County, New York, in which the

city of Rochester is situated, the realty was assessed in 1892
at $132,202,478; the personalty at $8,408,803. Finally, in

the city of Brooklyn in 1893 real estate was assesssed at

$486,497,186, while personalty was valued at $19,123,170.
Personal property, in other words, paid a little more than

three per cent of the whole tax on property. In 1895 propor-

tion fell still lower,—to one and twenty-three hundredths per

cent." *

These statements are most remarkable and must carry with

them the conviction that the general property tax fails in the

first step of its administration, namely, in a just assessment

of the property of citizens.

In the Eleventh Census of the United States is found a

graphic statement of the assessed value of real and personal

property for each of the States,f and as it would be impossible

to present the argument against the general property tax

more persuasively, it is here inserted. The diagram explains

itself.

• Sellgman, Essays in Taxation. Chapter on The General Property

Tax, pp. 27-29,

f Eleventh Census, Wealth, Debt, and Taxation, Part II, p. 60.
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We cannot leave this phase of the question without in-

quiring what seems to be the trend of legislative opinion in

the presence of the fact that personal property evades assess-

ment The situation is partly relieved by the development of

ASSESSED VALUATION OF PROPERTY TAXED.
Real Estate. States. Personal Property.

N. Y.

PA.
MASS.
OHIO
CAL.
MICH.
MO.
ILL.

N.J.
IND.

TEXAS
MINN.
WIS.
MD.
KY.
IOWA
TENN.

VA.

CONN.
R. I.

KAN.
ME.
GA.

WASH.
LA.

COLO.
ALA.
N. C.
N. H.
O. C.
W. VA.
MISS.
NEB.
VT.
ARK.
OREG.
S. D.
8. C.
UTAH
N. D.
DEL.
FLA.
MONT.
N. M.
WYO.
ARIZ.
IDAHO
NEV.

special taxes upon those businesses represented by stocks,

bonds, shares, and other forms of personal property. It being

impossible to secure payment from this property by tracing

it to individual proprietors, the tax is levied upon the corpora-
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tion, which from its nature must have a legal situs and main-

tain a current record of its property and earnings. The idea

seems to be that the government should take its share of the

earnings of the industries in question at their source. It is

believed this tendency rests upon a sound administrative

theory, and if carried out to its logical conclusion, which is

that personal property representing, corporate industry should

be exempt from the assessor's roll and the corporation itself

relied upon for the payment of all just dues to the govern-

ment, that the revenue system will gain in clearness, in equity,

and in ease of administration. The corporation taxes should

npt be regarded as supplemental to the general property tax,

but as a substitute for that portion of the tax which addresses

itself to the class of personal property referred to.

,
Admitting for a moment that a properly drawn corpora-

tion tax satisfies the problem of assessment for stocks and

bonds, there remains one form of personal property which can-

not be reached in this manner. Reference is here made to per-

sonal property in the form of notes, mortgages, and other credit

instruments. No subject presents greater difSculties to the a,d-

ministrator than that phase of double taxation and tax evasion

which arises on account of mortgages. The theory adopted by
most laws is that a mortgage should be taxed to its full amount,

and the property upon which the mortgage rests assessed at

a value equal to its true value less the amount of the mort-

gage. Could this be done no injustice would arise, but it

cannot be done. It is impossible for the assessor to discover

mortgages. It is certain that they who hold them will not

as a rule voluntarily declare them. On the other hand, it is

equally certain that the owner of a piece of property on which
the mortgage rests will declare the debt if by so doing his

assessment can be reduced, and that, as a result, the State

will be left with little or nothing upon which to levy taxes.

It would be difficult to obtain a correct statement of property

and mortgages were both mortgagor and mortgagee subjects

of the same jurisdiction; it is impossible when they are citi-

zens of different jurisdictions. Nothing would be easier than

by means of fictitious mortgages between citizens of different

States to enable all property, real as well as personal, to evade

assessment.

Many remedial acts have been addressed to this difficulty
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in the administration of the general property tax, but thus

far they have all failed in their purpose. One of the most
carefully devised of these laws was recently passed in the

State of Michigan, by which it was required that the recorder

of each county should furnish the recorder of every other

county in the State a list of mortgages held upon lands by
the residents of other counties. The immediate effect of this

law was to disclose a large amount of personal property which
had previously evaded taxation, but the ultimate effect was
an exchange of mortgages by citizens of Michigan upon
Michigan lands for mortgages held upon lands in other States,

Another experiment in the taxation of mortgages proved
equally futile. It was provided that both the land and the

mortgages should be formally taxed, but that, in case the

owner of a mortgaged farm should pay the full amount of the

tax imposed, he might use his tax receipt in payment of in-

terest upon the mortgage to the amount that the mortgage
itself was held for taxation. The immediate effect of this

law was, first, that the rate of interest upon loans increased

by one per cent; second, that the mortgage contract was so

revised as to deny the borrower the liberty of presenting tax

receipts in part payment of interest dues ; and third, that the

mortgages on Michigan farms were sent as rapidly as possible

out of the State.

It is not necessary to consider at length the extended bib-

liography of this subject, or to pass in review all of the special

laws designed to adjust equitably the burden of taxation

between the borrower and the lender. An exhaustive inves-

tigation would bear out the conclusion that so long as each

State administers its revenue system independently of other

States it is impossible to secure just and comprehensive as-

sessments of this class of personal property. Moreover, if

the framer of a revenue system can convince himself that

economic principles do act, and that the criticisms of a certain

school of economists have not as yet caused the repeal of

those fundamental laws of human conduct upon which the

commercial world of voluntary association rests, it will not

be necessary for him to consider seriously the question of

taxing mortgages. A little more confidence in political

economy, and a little less reliance upon minute legislation,

would lead to better results. The distinction drawn in
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the foregoing chapter between the payment of a tax and

the shifting of commercial conditions incident to a tax

was designed, on its practical side, to prepare the way
for the remission of a large niimber of indirect taxes; for,

in so. far as competition can determine the price, whether

of goods, of service, or of loanable capital, the " burden " of

indirect taxes does tend to equalize itself throughout the com-
munity. That is to say, the relative conditions of men will

be the same, so far as social service rendered and social

benefits received are concerned, after the commercial shifting

which follows a new tax has taken place as before the tax

was imposed. A tax on mortgages, being a special

tax upon one form of investment, is an indirect tax,

and the result of a release of mortgages from taxation

will be a lowering in the rate of interest on loanable capi-

tal. The man who buys property on credit (let us assume
for purpose of illustration the case of a farm purchased with

borrowed money) has no reason to complain if the capital

which he borrows is not taxed to the holder of the instruments

that represent the loan. It is true his property will be as-

sessed to its full value regardless of the debt resting upon it,

but the first effect of such an adjustment will be to reduce the

price he must pay for his land ; that is to say, the tax results in

depressing the value of land by an amount equal to its capitali-

zation. The second effect is that he will be obliged to pay
less for the money borrowed with which to purchase the land.

It is doubtless true that up to a certain point these two
tendencies will counteract each other, for the lower the rate

of interest the higher will be the valuation of land. But the

balance will most certainly be to the advantage of the man
who desires to buy land with borrowed capital; for the rate

which fixes the price of land is the commercial or industrial

rate, while the rate that must be paid for the money borrowed is

the current rate on loanable capital. Not only is this latter lower

in itself than the market rate on industrial capital, but it will

be yet further depressed by the exemption of such capital from

taxation. It is lack of confidence in commercial laws by
which values are determined and to which contracts are ad-

justed that incites to a constant effort on the part of legis-

lators to lay hold of loanable capital for the purpose of taxa-

tion. Experience shows this to be impossible and analysis
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shows it to be unnecessary. There is no reason in the nature

of the case, due allowance being made for the peculiar indus-

trial qualities of government bonds, why the farmer should

pay more for money than the government. The farmer's

true interest lies in removing every element of uncertainty

that surrounds a loan,, and one of these is the threat of the

law that mortgages should be taxed.

The conclusion from this somewhat extended discussion

is that all personal property should be dropped from the as-

sessment rolls—corporate property because it can be taxed to

the corporation in a much more effective manner than to the

individual, and credits because their exemption will tend to

reduce the rate on loanable capital. The situation seems to be

that personal property cannot be reached by the present system.

Even the most severe laws are futile to secure its listing. It is,

therefore, necessary that some radical changes be introduced

into the system itself if the industry of agriculture is to be
relieved from the relatively excessive burdens which it now
bears.

(3) Inequalities between the Several Grades of
Government.—Not only does the general property tax work
injustice to the well-meaning citizen and to real property, it

is also unequal in its assessments as between the several

grades of government which together make up a larger tax-

ing district. This is at least true in the United States as the

tax is now administered. The assessors are commonly local

officers dependent for their places upon the suffrage of those

whose property they assess, and since these assessments are

taken as the basis of county and State taxes, as well as of

township taxes, a strong temptation is presented to each as-

sessor to value the property in his township as low as possible

in order that it may not be charged with an unduly large pro-

portion of county and State taxes. Whether right or wrong
need not here be discussed, but the fact is that each assessor

regards himself as elected to represent the interests of his

township as against the efforts of other townships to evade

the payment of their just share of general taxes, and on this

account he is tempted to undervalue the property of his

district as an offset for what he imagines may be the under-

valuation in other districts. The result is that no property is

assessed at its true value. It must not be supposed that
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undervaluation is sanctioned by law. On the contrary, the

laws of most of the States require an assessor to affirm on

oath that he has listed all property at its fair selling value;

but so great would be the injustice resulting from a strict

compliance with the law on the part of one township while

other townships permit property to be undervalued that it is

impossible for the assessor to perform his duties as the law

requires. He would not be justified in so doing and he surely

would fail of reelection should he make the attempt.

The extent of undervaluation as estimated by the census

authorities, is shown in the graphic statement now presented.

The fact of undervaluation considered by itself is of rela-

tively slight importance, since, for a given expenditure, its

only result is to raise the rate at which property is taxed. It

cannot affect the amount that must be paid. The evil of

which complaint is justly made lies in the inequality of valua-

tion of dififerent townships when accepted as the basis of

county and State taxes. There are several ways of over-

coming this difficulty, the method adopted by most of the

commonwealths being to establish boards of review, some-

times called boards of equalization, for adjusting the returns

of local assessors. The county board equalizes the assess-

ment between the townships, and the State board performs

a corresponding service for the counties. This at best is a

bungling piece of administrative machinery. The members
of these boards of review have no reliable data at their com-
mand except such as are furnished by the local assessors them-

selves. How, then, can they revise the assessments with

reason and judgment ? As a matter of fact they commonly
accept the lowest assessment as the basis of adjustment and

scale down the valuation of other townships until the com-
plaints of interested parties are somewhat mollified. It is

thus evident that boards of equalization tend to intensify

the undervaluation by the local assessors.

Another evil of the general property tax shows itself in

connection with these boards. Inasmuch as city property is

included along with country property in the same tax levy,

it is not strange that the meetings of these boards of review

should be characterized by a conflict of interests between the

country and the town. Indeed, if one may judge from com-
mon report respecting their sessions, their chief interest
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seems to be to shift the burden of taxation from country ta
city in those districts where rural population predominates,

and from city to country where the voting strength lies with

the municipalities. Administrative machinery could not be

adjusted with greater disregard to the way in which human
nature works. The difiEculty of the situation lies in the fact

that local officers assess local property for State purposes.

This is a fundamental error. Self-assessment, whether by
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individuals for local purposes or by localities for State pur-

poses, will ever prove a fruitful source of embarrassment.

A second means by which the evils of undervaluation may
be overcome is found in the suggestion that the assessors

should be State officers. Being responsible to the State

rather than to the localities, and dependent for their con-

tinuance in office upon the approval of the governor rather

than upon the suffrage of their neighbours, the temptation

to undervaluation would be in large measure removed. Of
more importance, however, is the fact that the same rules for

assessment would be followed throughout the State, and that

cases which presented special difficulty being referred for de-

cision to a central office would be decided according to some
approved principle and in harmony with established practice.

These are undoubtedly important considerations, but the

method they suggest would lead to other and perhaps equally

serious mischiefs. So far as assessment between citizens

calls for a more or less intimate knowledge of local affairs,

it is not likely that this could be secured in an officer ap-

pointed by the governor of the State. Nor can it be over-

looked that the suggestion is not in harmony with the theory

of local self-government, a fact which of itself may well cause

one to hesitate before adopting the suggestion. The ever-

present controversy between efficient administration as de-

pendent upon centralization of political power and the condi-

tions requisite for personal liberty and local autonomy is

involved in the suggestion of State assessors, and the decision

at which one arrives will depend largely upon the prejudices

he entertains for or against local government. This treatise

is obliged, in order to be consistent with the views already ex-

pressed upon analogous subjects, to search for some other

means of relief than that of placing the assessment, levy, and
collection of local taxes in the bands of State officers. •

The only means of setting aside the difficulty under con-

sideration consistent with generally accepted theories of

government is found in the suggestion that the several grades

of government be separated for the purpose of taxation, and

that each grade be assigned a source of revenue peculiarly,

if not exclusively, its own. Assuming such a change to be

feasible, there would be no need of boards of equalization in

order to equahze payments, for variations in the basis of
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assessments could be the cause of no injustice. One county
might estimate its property at forty per cent and another

at eighty per cent of its true seUing value, and the only

result would be that the rate of taxation would be twice as

high in the former as in the latter case. The suggestion

thus presented is believed to be a most fruitful one for the

reform of the American taxing system. For the present,

however, it is sufficient to observe that the proposal is ade-

quate to overcome the evils of unequal valuation in localities,

while at the same time it regards all the rights of local ad-

ministration.

Our conclusions from this practical consideration of the

general property tax are two and as follows

:

First. The general property tax should be confined to

the taxation of visible property, that is to say, of real estate.

Second. The principle of segregation of revenue sources

should be applied within the boundaries of the States.

70. Administrative Questions Bespectiug the Corpora-

tion Tax.—Four questions present themselves to the financier

who designs establishing a system of corporation taxes. The
first pertains to the proper selection of industries, the second

to the proper basis of assessment, the third to the adjustment

of the rate of taxation, and the fourth to the political con-

ditions and interstate relations under which the tax is imposed.

In the discussion of these cases familiarity with the historical

significance and with the social and financial necessity of cor-

poration taxes is assumed.

(i) Selection of Industries to be Taxed.—Had it

been possible to direct the organization of industries during

the last fifty years with a view to the taxation of corporations,

the task of the financier would now be greatly relieved. For
reasons that need not here be discussed many industries are

organized upon the corporate basis which, so far as their

economic character is concerned, or their relation to public

or quasi-^nhliz interests, might just as well have been carried

on upon the basis of partnerships or joint-stock associations.

It would be a mistake to include all corporations within the

scope of the corporation tax, and the legislator is obliged to

rely for the purpose of selection upon an economic analysis

of industries, and to set aside for special taxation those in-

dustries only which are monopolistic in their character or
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which for some other reason bear a public or quasi-^nhVic

character.* The reason for this is clear. All industries sub-

ject to the control of competition, whether organized as cor-

porations or not, possess the same industrial character. The
value of an investment in them will bear some relation to the

cost of creating the plant, the quotations upon stocks and
liabilities will gravitate toward the earning capacity of the

enterprise, the rate of profit will be the ordinary rate of profit,

and the income to the proprietors will measure with some de-

gree of fairness the social value of their services. Moreover, the

reaction of a general tax upon sales will be the same for the

incorporated industry as for an industry of the same class

organized as a partnership, and the special tax imposed upon
them would work like any ordinary indirect tax. While,

therefore, we speak of special corporation taxes, it must be
understood that these are special taxes upon industries selected

because of their peculiar industrial and social character.

There are many taxes levied on corporations which are not,

in the technical meaning of the phrase, corporation taxes.

f

Most prominent among the industries selected for special

taxation is the railway industry, Rhode Island being the only

State in the United States which treats railway property the

same as other property. The explanation of this is simple. The
railway industry was the first to show the peculiar evils of

* The student will observe that an economic analysis upon which the

selection of industries for special assessment rests is, in its essential

character, the same as that already presented in the chapter upon
"Revenue from Public Industries." The truth is that the corporation

tax and the public ownership of industries are two conflicting methods

of solving the same problem, and the employment of the one method

in any particular case excludes the use of the other.

f The subject thus touched upon is a broad and a comprehensive one.

It is the conviction of the author that the corporation laws of the States

must be revised so as to grant the privilege of incorporation to those

industries only which are subject to the law of increasing returns or

which render some peculiar public service. The seventeenth-century

theory of the corporation must be revived and applied to modern con-

ditions, provided it is the determination of legislators to direct the

tendencies toward centralization of industrial power to the best service

of the people and of the State. The conclusion respecting taxes in

harmony with this idea is that those industries only which, under a

just regime of industrial association might claim the privilege of incor-

poration, are to be regarded as lit objects of special taxation.
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corporate organization, and on this account arrested the at-

tention of tax reformers. From the administrative point of

view the ease with which stocks are bought and sold renders

it impossible for the assessor to discover who owns railway

property. From the point of view of social justice the

character of the competition invited by this industry brings

about an abnormal and unhealthy commercial condition.

Rebates, discriminations, secret contracts, and the like, seem
to be imposed upon the railway manager by the commercial

forces with which the peculiar character of this industry brings

him in contact; and the result is that society is deprived of

those industrial conditions under which commercial forces

for ordinary industries are able to act in a normal manner.

Two facts thus become evident: first, that the general pro-

perty tax cannot secure payment from the proprietors of

railway property, and second, that the industry is of such

a character as to demand control by the State. If to these

facts be added the consideration that railway corporations

enjoy a franchise from the State which possesses a peculiar

industrial value, it is easy to understand why they have been

selected for special taxation. So true is this of the conditions

of the United States that when one speaks of a corporation

tax the mind turns at once to the question of railway taxes.

Other industries naturally classed with railways for the

purpose of taxation are the telegraph and express industries,

and, probably, the telephone industry. Indeed, all those in-

dustries engaged in transportation possess the same general

character. It is true that the great express companies in the

United States are organized as joint-stock associations ; but

the trend of judicial opinion seems to be that for the purpose

of taxation they should be considered as incorporated. The
telephone industry cannot be so easily disposed of, for it is

not yet certain that this industry is subject to the law of in-

creasing returns. Beyond a certain point in density of ser-

vice it is claimed that operating expenses increase more
rapidly than income. If this be true the industry itself sets

a limit to its normal size, and separates itself from railways

and telegraphs as non-monopolistic in character. Moreover,

the telephone industry has in part a local character.

Other industries there are, allied to the great transport

industries, that should be made the object of special con-
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sideration, as for example bridge companies and companies

owning terminals, rolling stock, and the like. The idea is that

the transportation industry can be handled the most easily

when regarded as a unit, and the peculiar contracts between

the various parts of the organized association should not be

permitted to secure one form of taxation for one class of

property and another form of taxation for another, all of

which bears the same social and industrial character.

A second class of industries which possess a character

peculiar to themselves, and which on that account call for

special treatment on the part of the State, is composed of

banks, insurance companies, building and loan associations,

and the like. The character of these industries is given them

by the fact that they perform in a greater or less degree the

duties of trustees. Moreover, competition, while more active

and efficient for legitimate control than in the case of railways

and express companies, works with them in a peculiar manner.

They are subject to the law of increasing rather than of con-

stant or decreasing returns, but the working of this law is

so guarded as to free them from the abnormal or excessive

competition to which the transportation industry is exposed.

The public interest, therefore, does not pertain so much to

fair, equitable, and uniform treatment as to the price charged

for services rendered and to the security of funds placed at

their disposal. From this it follows that the rule of taxation

for businesses of this class may with propriety be very dif-

ferent from those rules that are pertinent in the case of trans-

portation industries, but that their character as trustees whose
income increases with the volume of their business makes
them a fit object of special taxation.

The third class of industries to be considered in the dis-

cussion of corporation taxes, although not always organized

as corporations, is made up of such enterprises as mining
properties, lumber interests, and other natural monopolies.

These industries, in so far as they give a differential profit

to their proprietors, should be made to share their royalty

or rent with the State. The line of reasoning which underlies

this conclusion has been already presented in connection with

the question of governmental proprietorship of natural mono-
polies. Some of them, it was there learned, might with pro-

priety be owned by the State ; others, on account of technical
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difficulties in administration, can with greater advantage be
given over to individuals or corporations ; but in either case

the fund of value stored up by nature in the past may justly

be called upon for special contributions for the support of

the State.

The fourth class of industries that should receive special

treatment at the hands of the revenue system is composed
of municipal monopolies, such as street railways, gas com-
panies, lighting companies, and the like. They are mentioned

in this connection to complete the series of industries that

claim the special consideration of the financier.

In closing this brief analysis it may be remarked that

what we have here called the question of the corporation

tax is in reality a question respecting the proper fiscal treat-

ment of those industries that are superior to the normal
control of commercial forces. The corporation tax and the

monopoly problem are closely allied, and no satisfactory ad-

justment of corporate taxation can be expected except it be

made under the influence of some general theory respecting

the solution of the monopoly problem. The idea which
underlies the suggestions of this treatise is that uniform laws

of incorporation should be established between the several

States ; that special rules of incorporation should be drawn
for industries that are monopolistic in character; that a pre-

scribed system of bookkeeping and supervision of accounts

should be established for all incorporated industries ; and that

uniformity of legislation should be established between the

States for determining the conditions under which corpora-

tions may operate. This is admitted to be a comprehensive

and an ambitious programme ; it is, however, no less com-
prehensive than the extension of the commercial relations

which nineteenth-century corporations have estabhshed, and

no less ambitious than seems to be the ideal of control which

many of these corporations have set before themselves.*

* For a very imperfect suggestion of the analysis upon which this

program rests, the student is referred to my monograph entitled

" Relation of the State to Industrial Action " published by the Ameri-

can Economic Association, Vol. I. While it is admitted that this

analysis is crude and incomplete, the general results at which it arrives

are believed to be in the main sound. Its chief contention is, and this

must be held in mind by the student of finance in studying the corpora-
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(2) The Proper Basis of Assessment.—^The industries

which demand special treatment by the revenue system having

been selected, the second question which presents itself to the

financier pertains to the proper basis of assessment. In dis-

cussing this question we shall hold in mind primarily the

transportation industries, and, of the transportation industries,

railway corporations. Not only will this give to our analysis

a concrete character, but, with the exceptions to be noted,

the general principles arrived at in connection with the taxa-

tion of railways are pertinent, in a more or less degree, to

the taxation of other industries of this same general class.

Corporations may be assessed in either of three ways

:

On the basis of their property.

On the basis of the volume of business which they transact.

On the basis of their earnings.

(o) Property the Basis of Assessment.—The special treat-

ment of railways for the purpose of taxation which separates

itself the least from the principles underlying the general

property tax consists in an attempted assessment of property.

This assessment may be made in either of three ways. It

may be estimated on the basis of the probable cost of the

property; it may be arrived at by the capitalization of cur-

rent earnings at an assumed rate of interest ; or the aggregate

of bonds and stocks outstanding may be accepted, either at

their market or their par value, as representing the value of

the property. So far as cost is concerned it requires but

slight acquaintance with the history of the railway industry

to warrant the assertion that the original cost of railway pro-

perty is beyond the ability of any man to determine. In the

majority of cases the construction accounts of railways either

do not exist or they do not exist in the hands of the cor-

poration now owning and controlling the property ; and even

in those cases where continuity of corporate history permits

the original book-cost to be determined it would be useless

as indicating ability to bear taxes. Of what significance, for

example, is it to know the cost of a road constructed twenty-

five years ago when it is remembered that steel rails have

tion tax, that provided the railway problem be solved so as to secure

uniform, open and just rates, the tendency toward undue concentration

in secondary industries would be, in large measure, if not entirely,

arrested.
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fallen in price during the intervening time from seventy dol-

lars to twenty dollars per ton, and that locomotives have

fallen in price from eighteen thousand dollars to eight thou-

sand dollars ? On the other hand there are many items in

construction that have risen in value since the original in-

vestment. Nor is this difficulty overcome by substituting

for original cost the " cost of reproduction," inasmuch as

many of the most important constituents of present worth

rest upon the fact that the railway exists and cannot be esti-

mated independently of that assumption. Entrance into a

populous city, for example, which at the time the railroad

was built might have cost but little, would now be the occa-

sion of enormous expenditures, but the value of this right

of way was in large measure created by the railway itself,

as well as the value of all other abutting property. The truth

is the commercial results of a long-established line of com-
munication have become so integral a part of the existing

industrial structure that an estimated cost of reproduction

would bear no relation to the commercial value of the pro-

perty.

Generalizing from this analysis and holding in mind all

industries that are, from the economist's point of view, mono-
polistic in character, it may be said that cost is a fact of no
significance so far as any of the administrative questions

which arise in connection with monopolies are concerned.

Cost is of significance only in those industries to which the

principle of competition applies, and in which for this reason

the cost of reproduction and the capitalized value of earnings

tend to coincide. We may, therefore, set aside the idea that

cost of property can serve as a basis for the assessment of

taxes to corporations.

Neither can the value of corporate property serve as the

basis of assessment. The reason for this was in part sug-

gested when it was learned that corporate property possesses

a value independent of the earnings or income to which the

property gives rise.* The indirect advantages of the control

of a large industry are such that men are willing to pay for

the property which gives them this control, although they

receive no dividends therefrom. Conceding, however, that

• Cf. § 60, (2), W, (/S).
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the value of corporate property tends in the long run towards

the capitalization of income, it does not follow that it would
serve as a satisfactory basis of assessment, for it would not
permit the government to adjust its demands to the fluctuating

prosperity of the business concerned. The market value of

property, in so far as it depends upon earnings rather than

upon speculative hopes, must be the capitalization of average

earnings extending over a considerable period of time, while

the ability to pay taxes of a given year depends upon the

earnings of that year. It seems, therefore, proper to conclude

that the commercial value of corporate property may be set

aside when searching for a proper basis for the levy of taxes.

This conclusion will at least be conceded by those who believe

that the current expenditure of government ought as a rule to

be borne by current production.

Many of the States accept stocks or bonds, or both, either

at their par or their market value, as the basis upon which
corporate property should be assessed. The theory is that

stocks and bonds represent the investment of capital; they

are the personal property which in the hands of individuals

evades taxation. It seems to satisfy the conditions of the

problem that a corporation should pay taxes in proportion to

the stocks and bonds it has issued. While many arguments
may be urged in favour of this plan, it is not without its

limitations. In the first place it must be recognised that the

income from bonds is different in character from the income
from stocks. The one is interest, the other is dividends. The
one is determined by the terms of a contract, the other is

contingent upon the earnings of an industry ; and it is evident

that a tax imposed on a corporation in proportion to its out-

standing capital would, in the first instance, tend to depress

the value of stocks and to increase the value of bonds. In

the long run this difference might adjust itself, but the process

would tend to encourage the purchase of corporation bonds
and to discourage the purchase of corporation stocks, a result

which, from any point of view, must be regarded as un-

desirable.

Another reason for hesitating to accept outstanding

capital as the basis of assessment is that neither the par

value nor the market value of stocks and bonds holds any
very definite relation to earning capacity. A tax upon the
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par value of outstanding railway stocks, for example, must
be regarded as unfair when it is remembered that not more
than S3 or 54 per cent of such stocks pay dividends. They
are, it is true, quoted upon the market because their pro-

prietorship carries with it a definite right of management
over great industrial properties. Their possession is a link

in control, although, by some reorganization or process of re-

construction, they may have been supplanted by obligations of

more recent issue. To make stock a basis of taxation while

holding to the idea that payment from property must be in

proportion to ability, it would be necessary to separate the

active from the suppressed obligations and to assess the

former only for purpose of taxation.

It may be urged that the embarrassment here encoun-

tered will be overcome by substituting the market value for

the par value of the stock. In a measure this is a pertinent

suggestion, but it does not harmonize with the principle al-

ready accepted that corporations should pay according to

their ability. Assessment of stocks and bonds on the basis

of market quotations would result in assessment according

to the speculative interest which manipulators might have in

special stocks. Moreover, the taxation of quoted values (ex-

cept an average of quotations be taken) would intensify the

fluctuation of stocks and bonds, and for this reason is re-

pugnant to a sound view of industrial conditions. The
market value of such stocks, however, is little better than

their par value, as indicating the ability of the corporations

which issue them to bear taxes. In general it may be said

that the financial administration of these great properties

bears no absolutely fixed relation to their business administra-

tion ; and on this account neither the amount of stock at any
time outstanding, nor the value of that stock upon the market,

can be accepted by the State as a measure of their ability to

bear taxes. Were there no better basis of assessment, stocks

and bonds outstanding might perhaps be accepted, but it must
be admitted that the assessment of corporate property on this

basis is not satisfactory.

(6) Volume of Business the Basis of Assessment.—^The error

of this method of taxation is that volume of business bears

no necessarily constant relation to the earnings of corpora-

tions, because the earnings depend as much upon the price
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charged for services or commodities as upon the amount of

business. Some railways, for example, enjoy a passenger

traffic of between 500,000 and 600,000 passenger miles per

mile of line, while others there are even of first-class roads

that must content themselves with a passenger traffic of 20,000

or 30,000 passenger miles per mile of line. In freight traffic

there is yet greater discrepancy.* Some roads there are

which manage a freight traffic of over 3,000,000 ton miles

per mile of line, while others operate successfully a freight

traffic of less than 50,000 ton miles per mile of line. It is

evident, if charges for service rendered were the same for all

companies, and if expenses were in proportionto business done,

that the volume of traffic would give a passable measure of

the ability of railways to pay taxes. An investigation into

the facts, however, shows marked divergence in rates, not

only in dififerent parts of the country, but as between rail-

ways in the same territory operating under different com-
mercial conditions. Volume of traffic is an uncertain basis of

assessment, also, because it is likely to cover a great diversity

of commodities and services. What basis of comparison, for

example, can be instituted between a road the great bulk of

whose traffic is coal, and a road that secures a considerable

portion of its earnings from high-class freight ? The ton

mileage in the former case will be high, while the ton mileage

in the latter will be relatively low; but the gross income of

the latter may exceed that of the former. Without pressing this

analysis further, it may be concluded that the relations which

exist between the volume of business in any industry and either

the gross or net earnings which result therefrom are so dif-

ferent for dififerent industries, or, indeed, for the same indus-

try at dififerent times, that volume of traflfic cannot well serve

as the basis of taxation. It is the fiscal result of a business

rather than the volume of its transactions which measures
the ability to pay taxes.

(c) Earnings the Basis of Assessment.—It is as true of

corporations as of individuals that their ability to pay taxes

is measured by their annual income; and, provided adequate

means can be devised of disclosing income, little argument

* For table showing density of traffic of all roads In the United

States whose gross revenue exceeds $3,000,000, of. Eighth Annual
Report on Railway Statistics in the United States, pp. iia to 122.
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IS required to conclude that income in some one of its many
phases should be accepted as the basis of the tax levy. But
income when applied to corporations is by no means a

simple concept. It may mean gross earnings from opera-

tions, or gross earnings from operations increased by the

receipts that accrue from corporate investments. It may
hold in mind a net item, which in its turn is capable

of a double interpretation corresponding to the two mean-
ings of gross earnings. That is to say, the expenses that

are deducted in order to arrive at a net result may be

deducted from either the gross earnings from operation or

the gross corporate income. And finally, the expenses to be

deducted in order to arrive at the net item may be either

operating expenses or operating expenses and fixed charges.

There is thus presented a wide range for selection, and it is

evident that a law which designs to tax a corporation on its

earnings or income must be very explicit in the use of terms.

For the purpose of making this matter clear there is here

inserted the income account drawn by the Interstate Com-
merce Commission for the annual report of railways in the

United States:

Gross Earnings from Operation

Less Operating Expenses

Income (or Deficit) from Operation
Dividends on Stocks Owned
Interest on Bonds Owned
Miscellaneous Income—less Expenses

Income from Other Sources

Total Income (or Deficit)

Deductions from Income :

Interest on Funded Debt accrued
Interest on Interest-bearing Current Liabilities accrued, not other-

wise provided for

Interest on Real Estate Mortgages

Rents Paid for Lease of Road
Taxes

Permanent Improvements
Other Deductions

Total Deductions from Income
Net Income (or Deficit)

Dividends per cent Common Stock

Dividends per cent Preferred Stock

Other Payments from Net Income
Total Dividends and Other Payments

Surplus (or Deficit) from Operations
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The first alternative presented to the financier lies between

a gross or a net item as the basis of assessment. If, however,

one confine his attention to purely economic considerations

the decision is not difficult. A tax on the gross earnings of

a corporation cannot be satisfactory, because it takes no ac-

count of operating expenses incident to the securing of such"

earnings. In the railway industry, for example, operating

expenses average 66 per cent of operating earnings. From
this it appears that only 34 per cent of gross earnings from

operation are at the disposal of the corporations for the pay-

ment of interest on debt, taxes, incidental betterments, and

dividends. There are, however, railways in this country

whose normal operating expenses are not more than 50 per

cent of gross earnings, and others whose operating expenses

exceed 75 per cent of gross earnings. It is evident, therefore,

that a just assessment as betwen corporations must take into

account expenses as well as earnings.

The second question which presents itself pertains to in-

come from investments as distinct from earnings from opera-

tion. Should assessments take any account of such income ?

The answer to this question depends entirely upon the theory

according to which the corporation tax is drawn. If all cor-

porations which maintain a legal existence, whether active or

subsidiary, are included in the tax levy, the income arising

to a corporation from investments in the securities of other

corporations should be free from taxation, because the busi-

ness which gives value to its investment is itself taxed. If,

on the other hand, the tax law addresses itself exclusively to

operating corporations, their income from investments should

be added to their earnings from operations to secure a just

basis of taxation. The controlling consideration in this mat-

ter is found in the fact that a portion only of the securities

of inactive or leased corporations is held as an investment

by operating companies; and, this being the case, should

the operating company be taxed upon its entire corporate

income, while subsidiary companies are released from the

duty of payment, the result would be that corporate invest-

ments in corporate securities would be taxed, while private

investments in the same class of securities would be free.

There seems, then, ample reason for concluding that the tax

law should address itself to all corporations, whether active
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or not, which is equivalent to saying that the earnings from
operation, rather than the earnings from operation plus the

income from investments, should be accepted as the starting-

point in tracing the ability of operating corporations to pay

taxes. In the case of leased companies the rental, or income

from the lease, should be the basis of the tax.

Corporate earnings rather than corporate income being

accepted as the object of assessment for operating com-
panies (inactive corporations may now be dropped from

view), and a net rather than the gross item having been

preferred, the question then presents itself whether the
" income from operation " or the " net income " should be

selected as a measure of payment. These phrases are tech-

nical in character. A corporate earning is converted into an

income by deducting from it the expense of operation. If

operating expenses alone are deducted the remainder is called

the " income from operation "
; but if capital expenses are

also deducted, such as interest, rents, taxes, improvements
charged to income account, and the like, the remainder is

called the " net income." The difference between these

funds may be suggested when it is recognised that the former

is a net item to the corporation considered as an industrial

association, and is charged with all liabilities that accrue

under contracts, or arise from the policy of the administra-

tion, or are imposed by the authority of the State or the

terms of the charter; the latter is a net item to the directors

of the corporation considered as trustees, and as charged with

the duty of declaring to shareholders the amount of their

profits.

As between these two funds it is the former rather than

the latter which should be selected as the basis of the tax

levy, a conclusion for which several reasons may be pre-

sented.- First, this places the government on the same foot-

ing as the investor in bonds and in stocks, and is in harmony
with the idea that the State should appeal to revenue at its

source. Of more importance is the consideration that

operating earnings and operating expenses are about the

only terms in corporation bookkeeping which may be

interpreted strictly and in a fairly uniform manner. They
pertain to the administration of officials rather than to

the policies of directors. One difficulty which attends
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the administration of corporation taxes is found in the

fact that corporations are tempted to manipulate their

accounts, but such manipulation would be exceedingly

difficult so far as the two classes of items referred to

are concerned. It is of great importance that the govern-

ment should select as a basis of taxation a fund that can be

determined by the regular application of accepted rules of

accounting. This is true of net earnings from operation. It

would be a flagrant abuse of authority, and one easily dis-

covered, should the management of a corporation increase

or decrease, in an arbitrary manner, either earnings from

operation or operating expenses. The only legitimate con-

sideration against this conclusion is that operating expenses

may be unduly increased by the voting of large salaries. To this

we reply that, inasmuch as the State has the right to compel

the itemization of expenses, the tax may be increased to the

corporation that pays too high salaries, leaving it to the stock-

holders to elect a board of directors that shall reduce the

salaries rather than the dividends. The claim that better-

ments and taxes will be included in operating expenses doe?

not hold, for the argument proceeds on the assumption that

the State will prescribe accounts.

The chief reason, however, why income from operation

should be accepted as the basis of taxation is that it is the

surest indication of the earning capacity of a business. It

is a much better index of what a corporation can pay than

final net income, inasmuch as this latter fund is so largely

dependent upon the general policy of the company. In-

come from operation is the fund which, other things being

equal, fluctuates with the general prosperity of the nation.

Its increase or decrease from year to year indicates ability to

pay taxes at the time of payment. The net income, on the

other hand, may be relatively small when earnings are large

or large when earnings are small, on account of the fact

that in prosperous years corporations are tempted to incur

a very considerable number of expenditures which in less

prosperous years would not be incurred or would be pro-

vided for through the construction accounts. We may, then,

conclude this analysis, which has suggested at least the lines

along which the selection of a basis for the corporation tax

should proceed, by affirming that earnings rather than pro-
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perty should be accepted as a basis of the corporation tax,

and that gross earnings less operating expenses, that is to

say, " income from operation," measure most perfedtly the

relative duty of corporations to pay for the support of the

State.

(d) Special Cases of Corporation Assessment.—The above

analysis pertains primarily to railway corporations. Do the

conclusions to which it leads require any modification when
applied to the other classes of corporate or monopolistic in-

dustries ? These industries are, it will be remembered, banks,

general trust associations, natural monopolies, and municipal

monopolies.

So far as banks and allied businesses are concerned, it is

believed that volume of business may be safely selected as

the basis of special taxation, for this, rather than any other

factor, indicates the ability of the business to pay. The busi-

ness has no cost that can be estimated. It has no value

apart from the continuity of its business. To assess on the

basis of capital stock would be without reason, inasmuch as

trust companies do not limit their business to the proceeds

of their stock, but make the larger portion of their profit out

of the use of money furnished them by their customers. To
tax on the basis of net earnings, which calls for the segregation

of current expenses, would require administrative machinery

that would serve no good purpose to any other department

of the government than the financial department. Moreover,

the operating expenses of a bank when compared with its

income are of relatively small importance. Nor is there any

reason why gross earnings should be selected as the basis of

assessment in preference to the volume of business, inasmuch

as these earnings accrue upon the business at a fairly uniform

rate of profit. If, then, gross earnings and volume of traffic

amount to practically the same thing (an assumption found

to be incorrect when applied to the railway business) the

financier is at liberty to select as the basis of assessment the

item that may be the most easily discovered from the books
of the business in question. This item is volume of business.

The books of banks and trust companies recognise neither

gross nor net earnings in the technical sense of those terms.

In applying this rule of assessment care must be taken

not to duplicate the tax. If loans and discounts of a bank
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are taxed its capital stock should be freed from taxation; if

the premiums of an insurance company are taxed the in-

vestments which guarantee them an income with which to

pay unusual losses, or which secure to them accruing assets

with which to balance the accruing liabilities, should be free.

The only exception to this rule is that under some conditions

it may be wise to include the real estate of corporations of

this class in the general property tax of a county or the rental

tax of a municipality.

The special taxation of natural monopoUes presents a

slightly different problem. Under natural monopolies, it will

be remembered, are included mines, forests, and in general

all property of unusual value on account of the fact that

nature has localized commercial products. This gives rise

to a royalty that competition cannot touch, and it may be

accepted as an established principle by all schools of econo-

mists that a royalty which particularizes itself is properly

made the occasion of special assessments. The basis of taxa-

tion in these cases should be the royalty accruing from the

property, and the rate at which this royalty is taxed should

vary with the peculiar conditions of each case.

Municipal monopolies, this being the fourth class of in-

dustries selected for special taxation, should be treated in the

same manner as railway corporations ; except that in the

case of street railways, lighting companies, water companies,

and the like, the municipality is justified in placing greater

emphasis upon the fiscal interests of the municipality itself.

In a properly adjusted system of railway rates the charges

will be such as to minister in the highest possible degree to

the social utilities and the industrial development of the State,

and the question of taxation must in a degree be subordinated

to these considerations ; in the case of municipal monopolies,

on the other hand, there does not seem to be so clearly marked
an antagonism between the fiscal and the social interests.

The same line of reasoning, however, may be relied upon in

the selection of the proper basis of assessment in the one case

as in the other, and the conclusion of that reasoning would
be that so long as municipal monopolies are intrusted to

the management of private agencies the net income from
operation should be accepted as the basis of taxation.

(3) The Rate of Corporate Taxation. — The third
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question that arises in connection with corporation taxes

pertains to the rules by which rates may be determined. That
which gives character to the corporation tax, as the phrase

is here used, is that the industries which it includes are, for

one reason or another, industrial monopolies. This being the

case, it is not possible to rely upon commercial forces to

equalize the commercial burdens of the tax, and on this

account the financier undertakes to accomplish this equaliza-

tion by artificial means. It is at this point that excise duties

separate themselves from corporation taxes.

Lest our reasoning be convicted of inconsistency at the

outset, it may be well to explain the difference between a

money lender whose mortgages are to be exempt from taxa-

tion, according to the conclusions at which we have arrived

in discussing property taxes, and the banker whose business

is to be taxed. " The distinctive function of the banker,

says Ricardo, ' begins as soon as he uses the money of others '

;

as long as he uses his own money he is only a capitalist." *

Now a tax upon the discounts of a bank are not a tax on
the loaning of money, but upon the industry of collecting

money for loan ; a tax upon the premiums of insurance com-
panies is not levied on investments, but upon the business of

selling risks. A corresponding statement might be made
for any of the cooperative trust or investment companies.

In so far as the interest derived from loanable capital affects

the earnings of this class of corporations the remission of

taxes on mortgages and loans will work to the reduction of

those earnings; and there is no inconsistency, therefore, in

imposing a special tax upon banks, the agencies of loans, and
of remitting loans themselves from taxation. Loans and dis-

counts are accepted as the basis of taxation of banks because
they measure fairly well the earnings of these corporations,

and in determining the rate of taxation care must be taken

lest this tax be raised to such a point that it is converted into

a tax on loanable capital. With this explanation we may
proceed in our discussion of the rate of corporation taxes

without fear of misunderstanding on account of the peculiarity

of the business of banks and trust companies.

Returning now to the assertion that a corporation tax is

* Bagehot, Lomiard Street, p. 21.
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a tax on monopolistic earnings or on differential profits, and
for this reason is unaffected by the equalizing tendencies of

commercial forces, it seems natural to conclude that the rate

of taxation as between corporations ought to be adjusted in

harmony with their differential profits ; which means that the

theory of progressive taxation should control the adjustment

of rates when apphed to corporations. Many States attempt

to realize this in their taxation of railways. In Michigan,

for example, railways are divided into three classes according

to their net earnings per mile of line, and a different rate is

imposed upon each class. This is an application of the pro-

gressive system of taxation, and is supported by all the con-

siderations urged in favour of that principle. There are,

moreover, special reasons why many corporations should be

taxed progressively. In case of gwoji-public industries the

State should share with the companies in the constantly in-

creasing value of the franchise which it grants. In many
corporations, also, the increment of traffic accrues as the

result of social growth, and cannot be taken away by the

competition of new industries, while the rate of profit on
this increased traffic tends to increase because operating ex-

penses do not . expand in like proportion. It thus appears

that in the case of a purely industrial monopoly there does

accrue an " unearned increment " which varies in amount as

as between corporations with their age, their location, and
their past fiscal history; and it is certainly just that the rate

of taxation should vary with the more or less advantageous

situation of the corporations in question. So far as the basal

rate is concerned, as well as the rapidity with which the rate

shall increase with increased earnings, no rule can be laid

down except in the presence of known fiscal and industrial

conditions. The schedule of rates should not be so high as

to secure from corporations more than the government needs

for just expenditure, nor should the progression of the rate

proceed so rapidly as to discourage industrial betterments.

These, however, are considerations which find their true

measure in a policy of public expenditures on the one hand

and in the policy of industrial organization on the other. Our
conclusion is that special taxes of all sorts, whether they apply

to differential profits, royalties, or loans, are legitimately sub-

jected to the principle of progressive taxation.
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71. Administrative Questions Respecting Customs and

Excise Duties. —Customs and excise duties pertain to indus-

tries that are open to competitive regulation, and all rules

of administration that apply to them should be framed in

full recognition of the commercial laws by which these in-

dustries are controlled. In considering these taxes it is neces-

sary to hold fast to the assumption relied upon for exempting
mortgages and credits from taxation, namely, that commercial
laws do work. All industries properly charged with customs
or excise duties are such as carry the payment of the tax

to the consumer, and which permit such a shifting of com-
mercial conditions that the " burden " of the tax tends to

equalize itself. This equalization will show itself easily as

between competing industries. But, granting sufificient time,

the same commercial forces will produce similar results be-

tween non-competing industries. This means that the

amount of capital, the rate of profit, the rate of wages, in-

deed all the elements of production and all the conditions

of consumption, do tend to proportionalize themselves in the

same ratio as would be the case were there no tax.

(0) Choice of Articles for Import Duties.—The liberty which
confidence in commercial forces grants the financier is no-

where more welcome than in connection with excise and
customs duties, for it enables him to substitute a simple for

a complex revenue system. This he may do by a judicious

selection of industries to be taxed, and by placing the pro-

ducts of all other industries on the list of free commodities.

Without bringing the question of free trade or protection

into the controversy, the revenue reform of England, which
took place between 1842 and 1862, is believed to indicate

the true principle which should control the administration

of customs duties. The number of articles charged with

duty at various periods in the interval is truly instruc-

tive.

In 1841 there were charged with duty 1163 articles.

" 1845 " "
" " " 1052 "

" 1853 " "
" " " 466 "

" 1859 " " " " " 419 "
" 1862 " " " " " 44 "
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The gross produce of the customs' duty was

:

In 1841 $21,898,845
" 1851 22,373,662
" 1861 23,516,821
" 1862 24,036,000

So far as England is concerned it cannot be doubted that

the marvellous expansion of foreign trade which marks the

last half century was rendered possible by the simplification

of her customs laws. It is also apparent that revenue did

not fall with the reduction in the number of articles taxed,

for the stimulus given to commerce, coupled with a judicious

selection of the commodities upon which the duties were im-

posed, enabled the government to obtain a larger quantity

of revenue at less cost from 44 articles in 1862 than

from 1 163 articles in 1841. There seems to be a popular

impression that the revenue reform accomplished by Eng-
land is in some way bound up with the theory of free trade.

It is true historically that the reform was brought about as

the result of an agitation in favour of an untrammelled com-
merce, but the reform itself rests upon the principle of sim-

plicity in revenue laws and was carried out by the judicious

selection of the objects to be taxed. One cannot say, in the

absence of experiment, that a protective system of customs

duties could rival in simplicity the English system of free-

trade duties ; but it is evident, were the problem approached

in the proper spirit, that the number of articles taxed could

be materially reduced, notwithstanding the fact that revenue

laws were expected to foster the development of domestic

industry as well as secure a revenue to the State. The lesson

to be learned from the experience of England is that, from

the fiscal point of view, a simple system based upon a few

judiciously chosen commodities will give better results than

a system which presents the appearance of being compre-

hensive because it embraces nearly every commodity known
to manufacture or trade.

An appreciation of simplicity in revenue laws naturally

suggests the query, What commodities should be selected for

a system of customs or of excise duties ? The principles for

making such a selection are well established. So far as cus-
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toms duties are concerned it is first necessary to ascertain

what effect upon domestic industry it is desired the revenue
system should exert. It cannot be neutral, for it constitutes

one of the established conditions of manufacture and trade.

Is it desired that the theory of " protection " or the theory

of " free trade " (these phrases are used to suggest a class

of ideas) shall give character to customs laws ? If the

former, the commodities taxed on importation must be such
as the importing country can itself produce, but which under
an unrestricted commerce it would not produce, or would not
produce in adequate amount to meet the established demand.
For example, applying this generalization to the United
States, tin, woollens, sugar, pottery, and silks are such com-
modities. If that set of ideas carried by the phrase " free

trade" controls the purpose of the legisla,ture, commodities
selected for import duties must be such as cannot be pro-
duced, at least with any reasonable certainty, within the im-
porting country; such, for example, as coffees, teas, spices,

certain kinds of woods, wools * (if one have regard to the

great variety needed for a highly diversified industry), and
others of like nature. Upon this point there is no question.

All publicists would agree to this statement of the question.

The more difficult part of the problem arises when it becomes
necessary to make selection within the groups placed at the

disposal of the financier by the industrial policy which con-

trols political sentiment. Although a difficult problem the

principles that underlie it have been pretty well estab-

lished by the practice of nations. It makes no difference

what system of excise or of customs duties one studies, or

in what period of history the study is undertaken, the con-

trolling consideration has always been the necessity of obtain-

ing funds. It is imperative, therefore, that those commodities

be selected which will bear the tax imposed, and which, not-

withstanding the increased price, will continue to be con-

sumed in sufficient quantities to produce the needed revenue.

This being the case, it is clear that those commodities which

* This is contrary to the current tariff-reform programme in the

United States, but in this particular the current tariff-reform is illogi-

cal. Wools not grown in this country should be taxed provided the

government needs the revenue, and the manufacture given a compensa-
tory though not a protective duty on imported woollens.
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satisfy the ordinary and personal demands of life for the

great mass of people must be selected for taxation, for these

are the only ones that can be productive of sufficient revenue,

and, should the financier desire to establish a permanent sys-

tem of import duties he must select those commodities of

ordinary consumption that come from countries industrially

dissimilar to his own. Peoples living in temperate climates,

for example, must secure their revenue from duties imposed

on goods purchased in southern climates, for it is evident

that a tax on the goods of peoples of similar industrial con-

ditions will sooner or later lead to the production of such

goods at home. This would destroy trade and consequently de-

feat revenue. A similar remark may be made respecting trade

between Oriental and Western civilization. Each people, as

the result of centuries of industrial life peculiar to its own
tastes and habits of consumption, has developed facilities, skill,

and aptitude peculiarly its own, and a trade more or less

permanent will spring up naturally between them. Each
nation, therefore, can select for taxation those commodities

-which must be obtained from the other nation. Such com-
modities may be made the basis of a permanent system of

import duties.

Most revenue systems that make use of import duties

do not, however, lay very great stress on permanency of

legislation. In this they are at fault, but siich unfortunately

is the case ; and perhaps the most serious problem which the

financier encounters pertains to the selection of goods for

bearing import duties, in the case of international trade be-

tween peoples whose industrial conditions are more or less

similar, so far as the gifts of nature, the character of de-

mand, and the development of industrial skill are concerned;

and nothing but a scientific analysis of the relative industrial

conditions of nations, and a strict application of the economic
doctrine of " comparative cost," * can save a system of im-

port duties from confusion and constant readjustment which

has the temerity to repose itself upon competitive inter-

national trade.

Without undertaking an explanation of this doctrine, a

word may be said to suggest its bearing upon the selection

* For discussion of this doctrine, see J. E. Cairn's Some Leading

Principles of Political Economy, Part III., Chapter I.
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of commodities for import duties. Stripped of technicali-

ties, it means that each nation has facilities for producing
certain commodities that are superior to its facilities for pro-

ducing other commodities ; and that, so far as any particular

nation is concerned, the normal expansion of international

trade must result in the exportation of those things for the

production of which relatively greater facilities are enjoyed,

and the importation of those things which can only be pro-

duced at the expenditure of relatively greater cost. The
commercial comparison which determines what goods shall

be exported and what goods imported is a comparison be-

tween two ways of expending a given amount of capital and
labour. It has nothing to do with the relative cast of pro-

duction in the home and the foreign country, but with the

comparative cost of producing different goods in the home
country. The home country may be superior to a foreign

country in the production of every conceivable commodity,
and still it may be advantageous to trade with the foreign

country. This is true because the people in question have

not developed equal skill in the production of all things, and,

so far as they are concerned, can reap an advantage in export-

ing the surplus of those things which they produce with the

greatest facility, receiving in return those things which by
comparison they can only produce at a greater comparative

cost.

In case a nation has adopted the theory of protection,

while at the same time admitting the desirability of an ex-

tended international trade, this doctrine of comparative cost

may be relied upon to indicate the industries that should be

selected for bearing protective duties. It is evident that no

amount of protection can within a reasonable time bring an

industry which stands high on the scale of comparative cost

to the condition of an independent and self-supporting indus-

try. The true policy, therefore, is to permit the products

of such industries to be imported with little or no duty, and

to employ these imports as an encouragement for the exporta-

tion of those goods that stand low in the scale of comparative

cost. Commodities to which the principle of protection

may be rationally applied are those which in the matter of

cost stand just below the self-sustaining industries. It thus

becomes evident that the doctrine of comparative cost does
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not, as many seem to assume, hold peculiar relations to the

theory of free trade; the truth is that nothing but its strict

application can rescue a system of protective duties from

becoming an unintelligible mass of unrelated rates. Our
conclusion, therefore, is that the selection of commodities for

taxation must be made in harmony with the commercial

principles that underlie international trade, and that these

principles are very much the same, though they may lead

in their application to divergent results, whether a people has

adopted the policy of free trade or of protection.

One further thought suggests itself in connection with

the selection of commodities for the purpose of customs and
excise duties. No tax, however levied, is free from industrial

results, and should the financier desire to confine these results

within the narrowest possible sphere, he must frequently avail

himself of compensatory duties, that is to say, of duties im-

posed upon certain commodities because of a tax levied upon
other commodities. Compensatory duties come to be of

extreme importance when a government includes within the

same revenue system a tax on goods imported from without

a country and a tax on goods manufactured within a country.

For example, the internal revenue system of the United States

secures large payments from an excise imposed upon the manu-
facture of tobacco and the distillation of spirits. A corespond-

ing duty must of course be imposed upon the importation

of tobaccoes and spirits, since otherwise the effect of the

excise duty would be to compel consumers to purchase the

imported articles. The principle of compensatory duties

shows itself, also, when a protective policy designs the en-

couragement of an industry at various stages in the process

of production. In this country, for example, it is the pur-

pose of the government to encourage the growth of wool
and the manufacture of woollens at the same time. Now it

is evident that a duty imposed upon the importation of wools

will, in so far as it tends to raise their price, act as a discourage-

ment to the development of woollens ; it is necessary, there-

fore, to add to the duty upon woollen goods a rate which
shall compensate for the rate already imposed upon the raw
material. In the American system of customs duties this

principle is fully recognised. In the case of woollens, just

cited, the duty imposed upon the value of the goods is as-
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sumed to be protective to the manufacturer; while the duty

of so much per yard is recognised as compensatory for the

duty imposed upon wool, and is adjusted so as to cover the

rate paid by an amount of wool necessary for the production of

a given amount of cloth. Whether, therefore, one considers

the equalization of industrial conditions as between the pro-

ducers of the same commodities under different conditions,

or the restoration to an industry of a protection granted to it,

but which is rendered ineffective by a tax upon one of its

constituents of cost, the principle of compensation must be
brought into play. It is, indeed, a principle to which any
system of internal taxation must make frequent appeal.

(&) Choice of Articles for Excise Duties.—Our discussion

has thus far held in mind primarily import duties; what, it

may be asked, determines the choice of industries to be taxed

in a system of excise duties ? This subject has never been the

occasion of much practical difficulty in the United States be-

cause it has been regarded primarily, if not exclusively, as a

question of revenue. An excise duty cannot be a protective

duty ; and while sentiment respecting certain commodities con-

ceived to be prejudicial to public morals may perhaps have

influenced legislators in framing an excise system, it has

never, like the highly individualized sentiment of protection,

been strong enough to subordinate to itself fiscal considera-

tions. Revenue being the object of internal duties, and the

taxes themselves being paid by the consumer, the rules which

guide the financier in the choice of objects to be taxed are

simple and clear. He must select those goods that are of

general or universal consumption; and inasmuch- as these

taxes are indirect, and therefore tend to the equalization of

commercial conditions, provided the legislature is willing to

leave them alone long enough to work their normal results,

the choice of objects comes to be very largely a matter of

administration.

While this statement may be accepted as a general truth,

it must in practice be modified by three considerations which

present themselves in the nature of exceptions to the general

rule of scientific indifference respecting the choice of com-

modities selected for taxation.

In the first place, a system of internal duties may include

instruments of commerce as well as products of industry;
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and the industrial results of taxing instruments of exchanges,

or papers incident to business organization, are not quite the

same as those Which follow the taxation of industries on the

basis of their output. The stamp duty on bank checks, for

example, will tend to decrease the use of checks in small pay-

ments and to increase in a corresponding degree the use of

cash payments. This may or may not be advantageous ac-

cording to the industrial conditions in which a country finds

itself; but, speaking generally, it would seem to be unfor-

tunate that a people accustomed to payment by bank checks

should be discouraged to continue this most economical of

all methods of effecting exchanges. A tax on bank checks

might go so far as to become a serious element in a money
stringency. Stamp duties imposed on deeds or upon stocks

and bonds would not be open to such serious objection,

but these also violate the principle that any impediment to

the development of industrial association or to the exchange
of property will tend to render readjustment in the indus-

trial organization unnecessarily sluggish. Our conclusion,

therefore, is that, in the selection, of objects to be taxed in

a system of internal duties, it is better to choose the indus-

trial product than the instrument of exchange or of industrial

association.

A second modification of the above generalization arises

from the fact, that goods vary in the intensity with which
they are regarded by consumers, and that, for this reason,

the tendency toward commercial readjustment varies accord-

ing to the goods upon which the tax is levied. To be ex-

plicit, the shifting of commercial conditions due to a tax on
goods that can be spared without much inconvenience meets
with less obstruction than the shifting due to a tax imposed
upon the necessaries of life ; the reason being that the former
takes place through a readjustment of the relative consump-
tion of different classes of goods, while the latter must work
its way out through a readjustment in the scale of wages.

Now the former is a much more easy process than the latter;

and inasmuch as it is the desire of the financier to facilitate

those readjustments incident to the levy of any tax, it follows

that he will, other things being equal, select those commodi-
ties for taxation which lie above the necessaries of the la-

bourer's life in the scale of current living.
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The third modifying consideration has nothing to do with
industrial analysis. Inasmuch as the science of finance ex-

presses indifference respecting the choice of goods to be
taxed in an excise system, opportunity is given for minor
interests to exercise a controlling influence. This is un-

doubtedly the reason why in reducing internal taxes from the

enormous figure which they reached in the United States

in 1865 the taxes on practically all articles except tobacco,

spirits, and malt liquors have been repealed. Some revenue

from this source being needed, the moral sentiment of the

community against the goods in question, or at least the

common opinion that they are not necessary for rational

living, caused their taxation to be maintained, while taxes

on other goods were remitted.

There is one question respecting both customs and excise

duties that cannot longer be set one side: Are these duties

just ? Can they be levied with equity ? Is it possible to

arrange them so as to call for payment from citizens in pro-

portion to their respective abilities ? It is common to answer

these questions in the negative, and to rely for the defence

of these duties upon the imperative fiscal needs of the State.

Before venturing an opinion upon this point it may be

well to explain what is meant by the " injustice of indirect

taxation." Assuming payment in proportion to ability to be

the just basis of assessment, and assuming income to be the

true measure of ability (whether the rate for payment be

progressive or proportional is not important to this discus-

sion), it is certainly true that any scheme of internal duties

yet devised calls for a larger proportional payment from a

man of small or average income than from a man of large

income. The reason for this is that a system of indirect

taxes cannot be productive except it adapt itself to goods

of general consumption, and of this class of goods the wealthy

man will not consume very much more than the man of or-

dinary income. Should the financier endeavour to correct

this inequality by imposing a relatively higher rate on luxu-

ries, so as to secure a larger payment from the wealthy than

from the well-to-do, he will find that any rate adequate to

set aside the criticism will tend to check revenue from this

source. The explanation of this has already been given in

the foregoing discussion upon rates.
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While the above statements are true, we are not sure

that they rest upon a complete analysis of the situation.

The student must again remind himself that commercial laws

do work in the case of industries to which indirect taxation

pertains, and this means that, in the long run, when measured
by their respective standards of living, the same relative posi-

tion of classes would exist with the taxes as without them.

If this be true one cannot rightly say, because a man of

five hundred dollars income pays a higher per cent of that

income in indirect taxes than the man of ten thousand dollars

income, that he on that account is unjustly treated; for the

tax on the goods which he consumes is one of the conditions

under which wages and profits are determined. The in-

equality of which complaint is justly made, when one con-

siders the relative condition of industrial classes, does not

lie in the taxing system, but in the industrial order to which
that system is applied. To present this thought in another

way, the tax paid on consumable goods is, to employ a mathe-

matical phrase, a constant, and the struggle between em-
ployer and employe for the division of their joint product

can go on just as well, and attain the same relative results,

with the tax as without it. The lessons which the financier

should learn from the criticism that indirect taxes do not ad-

just themselves to the ability of citizens to pay are: first,

that it is his duty to set his face against capricious and fre-

quent changes in the law of indirect taxation; and second,

that his scheme should develop along the line of least re-

sistance, judged by the shifting of commercial conditions.

The controlling consideration, so far as both customs and
excise duties are concerned, is found in those industrial laws

according to which commercial conditions adjust themselves

to an established taxing system. There is no reason, so far

as justice is concerned, for abandoning indirect taxes.

72. Administrative Questions respecting the Income

Tax.—" It is only within the last century," says a recent

writer, " that a general income tax, imposed alike on profits

derived from property, from trade and commerce, and from

personal exertions, has become a normal method of levying

taxation." * One of the marked tendencies of tax reforms

—

* Palgrare's Dictionary of Economics, Article Income Tax.
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such is the conclusion of another writer after passing in review
the fiscal legislation of the last quarter of a century—is the
ever greater reliance placed by statesmen upon the taxation
of incomes.* According to the analysis submitted by this

treatise, however, a general income tax can never be a just

tax, while retaining the simplicity of an income tax, because
the object upon which it is based does not possess industrial

homogeneity; and the conclusion at which the analysis ar-

rived was that, with the exception of professional incomes,
salaries, and undertakers' profits not covered by the corpora-
tion tax, 'Other forms of taxation should be substituted for the
income tax. Shall we follow the observed " trend " in tax re-

forms, or shall we hold to our analysis ? The discussion of this

question has been reserved for the present chapter, which
deals with the administrative features of taxation, because its

answer depends very largely upon administrative considera-

tions.

The oldest of modern income taxes, and perhaps on the

whole the most successful, is the income tax of the United
Kingdom. It is the purpose of this tax to charge a duty upon
all incomes subject to the jurisdiction of the government, ir-

respective of the residence of those to whom they accrue or

of the source from which they accrue. The rate is general

upon all incomes and, with one exception, uniform. The du-

ties imposed by the English income tax are ranged under five

schedules, as follows :
" Schedule A imposes a duty on the

owners of lands and houses in the United Kingdom.
Schedule B on the occupiers of lands in the United Kingdom.
Schedule C on annuities, dividends, and interest payable in

the United Kingdom on government securities, British, co-

lonial, or foreign. Schedule D on annual profits arising to

persons residing in the United Kingdom from any kind of

property wheresoever situate, or from any profession, trade,

employment, or vocation wheresoever carried on ; on annual

profits arising to persons not resident in the United Kingdom
from property wheresoever situate, or from any profession,

trade, employment, or vocation exercised in the United King-
dom; and on interest of money, annuities, and other annual

* Seligman, Essays in Taxation, Cliapter on Recent Reformt in Tax-
ation,
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profits and gains. Schedule E on income derived from pub-
lic oiBces or employments of profit, and on annuities, pensions,

or stipends payable by Her Majesty or out of the public

revenue of the United Kingdom." *

The object of this classification of incomes is purely adminis-

trative, its purpose being to enable the government to arrive

at some easy means of assessment. The practical difficulty

inherent in an income tax is that the government cannot get

at the income, and to overcome this difficulty the English

income tax makes use of two administrative principles. In

the first place, it seeks out those incomes which rest upon con-

tract or permanent industrial relations and accepts the con-

tractual income as the basis of assessment; in the second

place, it seeks out the source of income whenever that is

possible, and assesses the tax to the industry, the corporation,

or the agency from which the income springs or through

whom it is paid. Two or three specifications will make this

clear.

Under Schedule A, which is designed to assess the income
of the landlord, the basis of the assessment is the rack-rental

of the property. This in the long-run under a system of

free tenure will be what the tenant pays for the occupancy

of the land. It is an assessment upon a contractual relation

that may be easily discovered. Such an assessment works

fairly well for the same reason that a tax assessed to the value

of landed property works well. Both landed property and the

income that accrues from ownership of landed property are

simple economic quantities and both are easily determined.

There is practically no difiference between a tax on the land-

lord's rent and a tax on the value of land. In the case of

occupiers, also, the rental value of land is made the basis, if

not the measure, of assessment. For these two classes of in-

comes, therefore, the question of assessment is settled, and the

declarations of taxpayers are confined to the presentation of

reasons why any particular assessment may be too high. It

must be admitted that in so far as incomes are represented

in contracts an income tax works very differently from the

manner in which it works when the assessor must rely at the

outset upon the declarations of taxoavers.

• Quoted from article in Palgrave's Dictionary of Political Economy.
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For illustrating the other administrative principle reference
cannot be made to special schedules, and it is perhaps on this

account that it is so difficult to present an administrative
analysis of the English income tax. We are, however, fa-

miliar with the principle of stopping income at its source, for

this is the administrative principle upon which the corpora-
tion tax rests. The income of a stockholder exists first as a

declared dividend, and the government finds it easier to ask
payment from the corporation by which the dividend is de-

clared than to follow the dividend to the individual who re-

ceives it. But the English income tax carries this principle

yet farther. It taxes the earnings of colonial investments to

the agency that pays them; it taxes the interest on govern-
ment bonds in the form of a deduction to the annuity; it

taxes the salaries of public officials by not paying them as

much as it promised ; in 'short, wherever a payment from one
party becomes a receipt to another the government steps in

and reduces the payment by the amount which it demands
as a tax. The result is the 'citizen is never sure of getting

into his pocket all that he or his property earns. " The succes-

sive sources of income are tapped, and supervision is made
much easier." *

Admitting for the moment that this extreme application

of the principle of taxing incomes at their source is capable

of defence, one is led to inquire if the two principles of assess-

ment referred to cover between them ajll the incomes it is the

design of the law to tax. This question must certainly be
answered in the negative. Professional receipts, for example,

and all such allied incomes, neither rest upon contract nor

do they spring from any one source that can be " tapped "

by the government. So far as the English income tax has

succeeded in organizing itself these incomes must be assessed,

if at all, on the declaration of the taxpayer. Our conclusion,

then, is that from the administrative point of view the English

organization is incomplete, and the fruitful generalization

which we derive from this rapid survey is that there are three

principles of assessment instead of two, as commonly stated,

upon which the successful administration of an income tax

must rely. It is believed to be a sound administrative criti-

* Bastable, Public Finance, p. 449.
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cism that the Income Tax Acts of Great Britain do not sepa-

rate incomes that may be taxed at their source from incomes
to which the principle of self-assessment in one form or an-

other must pertain. That portion of the problem which re-

mains unsolved would at least in this manner have been ren-

dered somewhat clearer.

Can personal incomes be assessed, or must the student

accept the degrees of success attained in England as all that

can be hoped for, and content himself with a system of taxa-

tion that secures payments from landlords' rents and from

incomes that may be " tapped " at their source ? This is a

pertinent question quite independently of its bearing upon
what is technically called income taxation. As a matter of

fact the English income tax has not advanced the adminis-

trative theory of taxation in so marked a degree as many seem
to think. The general property tax so far as it pertains to

real estate is the same thing under another form as Schedule

A of the English income tax. The principle of tapping

revenue at its source is the principle upon which the corpora-

tion tax rests for its administrative defence. A country, there-

fore, that retains the general property tax so far as land values

are concerned, and substitutes the corporation tax for the

taxation of personal property, attains the same general results

as are attained by applying these two administrative prin-

ciples of assessment under a system of taxation that is called

an income tax. Neither the one system nor the other ob-

viates the criticism that personal incomes escape taxation.

It is at this point that advance in the science of taxation must
be made.

How may personal incomes be assessed ? Holding in

mind the application of the principle of taxing incomes at

their source made by the corporation tax, rather than the

English income tax, it is evident that its success is due to

the fact of industrial organization. It is because the corpora-

tion exists as an industrial personality that the government

can appeal to it for a share of its earnings instead of to the

stockholder for a share of his income. Were industries not

organized in such a manner as to necessitate a tangible record

neither the corporation tax nor the corresponding duties of

English income tax could hope for success. This lesson is

the same as that already learned in connection with the taxa-
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tion of personal property in mediaeval towns. That property

was organized for industrial use in such a manner that the

agent of the government could get at it through the organi-

zation; and the claim which we now submit is that the

same administrative principle may te employed in the

case of personal incomes. The rule of self-assess-

ment which relies on the individual to declare his income
is no assessment—at least no just assessment—and the only

hope of arriving at personal incomes is to so organize those

who receive them that they will present themselves for taxa-

tion as a class and not as individuals.

We are not dependent upon theory alone for the presenta-

tion of this idea. In the Prussian business tax the student

may see the principle of self-assessment through organizations

of taxpayers applied in such a manner as to be fairly success-

ful. The characteristic feature of that portion of the Prussian

system of taxation to which reference is made consists in a

double classification of industries: first, according to the na-

ture of the industry, and second, according to the probable

income of groups within the industry. Keepers of hotels

for example, are constituted a class by themselves,

and thus separated for purpose of taxation from druggists

or hardware merchants. The justification of this separa-

tion is that hotel-keepers are in receipt of an income

that possesses an industrial peculiarity of its own. It is the

resultant of capital, work, and sagacity that does not pertain

in like proportions to any other business. But the respective

incomes of hotel-keepers differ greatly one from another, and

in order to assign to each the duty to pay taxes in pro-

portion to his ability a further rough classification is made
on the basis of probable estimated income. Thus the

rental value of the premises occupied, the size of the town

to which the classification applies, or any other significant

criterion may be made the basis of this classification.* Or,

what would probably be better, this classification might be

made under the guidance of statistical investigation into the

character, nature, and situation of industries. Assuming the

classification to have been made, the final step in working out

* For a study of the application of this principle of classification to

the problem of taxation, the student is referred to the "patent" tax in

France, Cf. Say, Dictionnaire des Finance, article, Patentes.
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the principle of self^assessment is for the government to say

how much it requires from each class, and to authorize the

appointment of a board of assessors by each class from among
its own members, whose duty it shall be to apportion the

amount required to individuals. The rule adopted in Prussia

for making this assignment is that the law should determine

an average payment, which, multiplied by the number of indi-

viduals in a class, determines the aggregate of the class tax.

In the case of hotel-keepers, for example, the law might say

that an average payment of twenty-five dollars would be ex-

pected from all the hotel-keepers in a given city; assuming

one hundred hotel-keepers, this would result in a tax upon

this ibusiness of twenty-five hundred dollars. So far as

the apportio;nment of the tax is concerned the law does

not undertake to limit the maximum payment that may be

imposed by the assessors on an individual; it does, however,

prescribe a minimum below which the assessment cannot fall,

and this tends to obviate disproportionately high assessments.*

Two reasons may be urged for the confidence that the prin-

ciple of self-assessment administered through the organized

agency of the interests concerned will work to the advantage

of the taxing system

:

First. The task imposed upon public officials under this

method of procedure is one that any fairly decent govern-

ment can perform with ease and satisfaction. The classifi-

cation of industries and professions has been considered by

every statistician who deals with industrial relations. To be

explicit, legislators might accept the classifications of the

Tenth Census of the United States without incurring the risk

of serious mistakes. Moreover, it must be remembered that

this form of self-assessment is to be confined to such in-

comes as are not touched by the general land or real-

estate tax or by the corporation tax, a fact that narrows

very materially the scope of the problem in hand. The de-

termination of the average payment presents no insuper-

able difficulties. As a scientific problem this is one that could

easily be solved by the application of statistical methods. All

that is needed for the assignment of the average rate to the

* For a careful presentation of the Prussian business tax, the student

is referred to an article by Dr. Joseph A. Hill, Quarterly Journal of

Economics, Vol. VIII.
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several classes is to know the relative average income that

accrues to the several professions or industries. It is the

function of statistics, which takes men in mass, to portray

the average man, and it is the idea of this form of self-assess-

ment that the public official should proceed no farther than

to assess the class on the basis of an average income.

Second. The task of assigning to individuals the amount
which each must pay—a task in which government officials

always have failed and always will fail—is given over by the

plan under consideration to the persons to be assessed. Not
only is the assessment placed in the hands of those who are

the best acquainted with the intricacies of the business or

profession under consideration, but the assessors themselves

are chosen from the members of the class to be assessed.

Under such conditions the authoritative assignment would un-
doubtedly be intrusted to the best men in the class, and by
this means the higher rather than the lower moral sense of

the taxpayer would be brought to the service of the taxing

system. The immoralities of the immoral would be held in

check by the self-interest of the shrewd.

This argument may be expressed in a sentence: False

returns of individuals respecting their personal incomes, as-

suming it to be the choice of government to arrive at the

average payments by the statistical method, will not vitiate

the result, because in the mass of returns this source of error

may be assumed to exist in like proportion for all the classes

;

in the assessment of the real tax to individuals within each

class, on the other hand, there is no likelihood that false state-

ments will be accepted, inasmuch as the evasion by one mem-
ber of a class of his just payment imposes an unjustly high

payment on the other members of the same class.

With regard to the administrative principles of assessment

upon which a comprehensive income tax must rely, our con-

clusion is that there are three such principles : First, in the

case of contractual incomes the contract may be accepted as

the basis of assessment ; second, in the case of incomes exist-

ing in a fund before distributed to individuals the government
may address itself to the fund ; third, in the case of personal

incomes the taxing system must rely on the principle of self-

assessment by organizations of taxpayers.

The foregoing analysis has made it evident that the Eng-
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lish income tax is not a simple tax, but that, as Mr. Gladstone

once remarked, " it is rather a system of taxation." This

being the case, it may fairly be brought in comparison with

the system approved by this treatise, which makes use of the

land tax, the corporation tax, and the taxation of personal

incomes. It is to this comparison that we now turn our at-

tention. The choice of a revenue system must be finally con-

trolled by its adaptation to the legal structure and industrial

organization of the people who are to pay taxes under it, but

in emphasizing administrative considerations one should not

lose sight of those fundamental principles of equity upon
which a permanent revenue system must be based. Both
classes of considerations, the theoretical as well as the prac-

tical, will be admitted in the following comparison, which will

take the form of certain propositions designed to show why
the adjustment of imports for which this treatise contends is

preferable, for the United States at least, to a revenue system

drawn after the English model:

First. The proposed programme confines the principle of

taxing incomes at their source to its legitimate and reasonable

use. The importance of this administrative principle cannot

be overestimated, but it may be questioned if the use made
of it by the English income tax is quite honest in its purpose

or fair in its results. Is it quite honest, for example, for a

government to keep back part of what it has promised to pay

a pensioner, an annuitant, or the holder of public obligations ?

Is it reasonable to tax public salaries when the result of such

a tax is to increase the expense of administration without in-

creasing by one penny the clear income to the government ?

Can a man who knows how contracts are drawn between

debtors and creditors be convinced that equity is the result

of attempting to tax a money-lender through the agency of

the borrower ? * Can it be denied that the application of the

principle of " tapping " incomes at their source to incomes

which, unfortunately for their recipients, are recorded, while

permitting other incomes to pay on the basis of self-assess-

ment by the individual, is to perpetuate one of the worst fea-

tures of the general property tax, namely, inequality of

• In the United States at least this plan of getting at mortgages has

always failed, and under existing interstate credit relations one cannot

hope from it for any degree of success.
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assessments as between individuals ? The position assumed
by this treatise is that the rule of taxing incomes at their

source should be reserved for the administration of the cor-

poration tax, that is to say, for the taxation of those industries

in which the State stands on the same footing with the share-

holder both as regards control and profit. This gives to the

rule a social dignity that it could not otherwise attain, and a

significance that limits and directs its application. Under the

influence of that line of reasoning which seeks to fit the cor-

poration tax to the solution of the corporation problem the

evil results which attend the opportunistic application of this

principle may be easily avoided.

Second. The proposed programme avoids the necessity of

defining incomes for the purpose of assessment, except in the

case of corporations, where no serious difficulty presents itself.

Two or three specifications will make clear the difficulty thus

evaded. The English income tax allows the landlord a de-

duction for repairs, renewals, and insurance, thus introducing

even here the complication of self-assessment. The United

States income tax of 1862 as interpreted, and of 1894 as

drawn, allowed a deduction equal to the rent paid by the

occupier of a rented house in order to place him on an equal

footing with one who owns the house he occupies. In some
cases the attempt to tax the net income rather than the gross

income has led to the deduction of interest payments, bank

accounts, and all sorts of debit claims, a process very difficult

for an honest man to carry out, to say nothing of the use

made of it by one who is dishonest. Some laws go so far as

to include speculative profits in taxable income. These cases

are given as illustrative of the questions which arise in at-

tempting to define income—questions which disappear when
one combines in a single scheme a land tax on the value of

the land, a corporation tax on the basis of net earnings, and

a tax on personal incomes.

Third. The proposed programme obviates the fundamental

criticism which has been urged against income taxation,

namely, that income is not industrially homogeneous, and can-

not therefore be accepted as the basis of uniform assessment.

Legislators have in some instances endeavoured to set aside

this criticism by classifying incomes according to their source

and probable duration. Thus the Italian tax on movable
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property, which for purpose of this illustration may be treated

as an income tax, classifies incomes and assesses each class on

a different basis. Permanent revenue is assessed at its full

value ; revenue, in the attainment of v^^hich capital and labour

cooperate, is assessed at six-eighths of its amount; revenue

arising from labour at five-eighths of the amount ; and the in-

come of public officials at four-eighths of its amount.* This

classification, or something like it, must approve itself to the

theorist, for it recognises the difficulty inherent in accepting

income as the basis of a general assessment; but it is in-

adequate, and any adequate classification would probably

result in a very complicated system.

The fact that the classification of incomes adopted

in England is purely administrative does not mean
that the criticism under consideration has never been

raised by English statesmen. On the contrary, the

injustice of assessing incomes of different sorts at the same
amount, and the inexpediency of taxing capital under the

guise of income, as is done by the English system, has been

the subject of much discussion. In 1852 a parliamentary

committee appointed to consider this subject adjourned with-

out a recommendation. In 1861 another committee acknowl-

edged the criticism, but confessed " that no plan had been

proposed to them which affords a practicable and equitable

readjustment of the income tax, and that the objections urged

against it were objections to its nature and essence rather than

to the peculiar shape which had been given to it." f An at-

tempt by Disraeli [Lord Beaconsfield] to introduce a differen-

tial tax was not successful. Perhaps Mr. Gladstone expressed

the controlling sentiment of the country when he said :
" Mr.

Pitt and Sir Robert Peel have both considered this question

[that is to say, the theory of differentials applied to the income
tax] and have both left the tax as a uniform tax, not indeed

as the image of perfection in our fiscal system, but as that

form on which, as wise, prudent, and practical men, they

found it necessary to take their stand." ± The difficulty is

inherent in the system.

* Cf. Bastable; Public Finance, pp. 429, 430.

t Quoted from Palgrave's Dictionary of Political Economy, Vol. II,

P- 377; not from the committee report.

\ Quoted from Palgrave's Dictionary.
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Fourth. The fourth reason for accepting the proposed pro-
gramme of revenue reform is pertinent only to the United
States. Under the restrictions imposed by the Federal Con-
stitution the Federal Government cannot levy an income tax,

while under the peculiar assignment of public functions to the

States an income tax. with even a minimum rate would bring
in more money than the States could judiciously expend; it

is therefore essential that the revenue system pertinent to the

needs of the American State should classify the sources of

revenue and exercise great care in assigning to each grade
of government its appropriate source. This touches upon a

topic that is made the subject of discussion in the following

chapter ; it is only necessary to observe, as bearing upon this

comparison between a revenue system drawn after the model
of the English income tax, and one that incorporates the land

tax, the corporation tax, and the tax on personal incomes,

that a general income tax does not easily lend itself to the

segregation of revenue sources.

We cannot bring this discussion to a close without ac-

knowledging that the general argument contained in this

treatise is in one particular inconsistent with itself. The
theory of progressive taxation has received formal approval

and yet but slight opportunity has been provided for its ap-

plication. Only in the case of corporation taxes has it been

proposed to adjust the rate on a progressive basis, and this,

it will be noticed, does not necessarily secure from individuals

progressive payments. The apology for this inconsistency is

easily presented. The revenue system towards which our

analysis points may be adjusted to the principle of progres-

sive payments as easily as any other, but it would have intro-

duced unnecessary confusion had the claims of this principle

been recognised at every point in constructive analysis.

Moreover, the first step in revenue reform must be to simplify

tax laws, to eradicate duplication of tax levies, and to put an

end to tax evasions ; and it has seemed best to confine the

investigation to this first step in revenue reform rather than

indulge in refinements of analysis that can have no practical

importance except upon the assumption of a justly organized

and successfully administered revenue system. Another

thought may be suggested. There is a wide difference be-

tween adjusting a scheme of taxation to a programme of
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social and industrial reform and making use of the machinery

of taxation to correct abuses in an unreformed industrial or-

ganization. The former this treatise has endeavoured to hold

in mind, the latter it has refused to countenance; and it

was not desired to give support to the advocates of progres-

sive payments who regard taxation as a means of social re-

construction, as might perhaps have been the case had even

the legitimate claim of progressive payments been acknowl-

edged in connection with this administrative analysis of taxa-

tion. No book which any one is likely to read can exhaust

the Science of Finance.
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SUGGESTIONS FOR A REVENUE SYSTEM.

SoMB General Considerations.
Assignment of Sources of Revenue to the Federal Government.

(i) Foreign Commerce and Federal Taxation.

(2) Inland Commerce and Federal Taxation.

(3) Excise Duties as a Federal Tax.

(4) Other Possible Sources of Federal Revenue.
Assignment of Sources of Revenue to State and Local Govern-
ments.

(1) Sources of State Revenue.

(2) Sources of Local Revenue.

(3) Assignment of Tax on Inheritances and Professional Incomes.
Administrative Questions Suggested by this System.

(l) Separation of State and Interstate Commerce.
(«) On the Basis of Gross Earnings.

{b) On the Basis of Net Earnings,

(3) Organization for Administering State and Local Taxes,

(o) Interstate Organization,

{b) Organization within the State.

W Organization within the Municipality,

While many questions which present themselves to the

financier have not been considered in the foregoing pages,

it is believed that all of the important fiscal principles have
been made the subject of discussion. This being the case,

we are prepared to enter upon the task of constructive analy-

sis. In suggesting a revenue system pertinent to the present

conditions of the American people it is not claimed that the

plan outlined is the only one worthy of consideration. Prin-

ciples are inexorable, but plans and programmes are matters

of ingenuity. One who has proceeded far enough in his

study to understand the nature of fiscal adjustments must

recognise that there are several ways in which the revenue

system of this country could be remodelled with advantage;

489
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and it will add something to the liberty with which we proceed

in this chapter, which is devoted to the construction of a

revenue system, to say that its object is pedagogical rather

than advisory. The best possible review of complicated

principles is to undertake to apply them, and such is pri-

marily the purpose of the analysis which follows. It is pos-

sible, also, that new light may be shed upon the character

of these principles by endeavouring to weld them into a sys-

tem, for then will their relations to each other be more clearly

exposed.

73. Some General Considerations.—It may be well at

the outset to remind ourselves of certain general conclusions

already arrived at.

From a consideration of the requirements of a good
revenue system it was learned that the income placed at the

disposal of the State must be moderate and not excessive;

that it must be elastic for a sovereign government and certain

for a local government; and that it must conform to the

political organization of the State to whidh it applies.

From the analysis of the nature of the tax the legal re-

quirements of a tax were fully explained, and a practical

interpretation given to the phrase " justice and equity in

matters of tax " ; and this latter point was further elucidated

in the chapter upon " Apportionment of Taxes."

From the chapter upon the " Classification of Taxes " the

nature of each kind of tax was made clear, as also the rela-

tion of the several classes of taxes to each other, and the kind

of taxes that could be used together in a general revenue

system was determined.

From an investigation into the general results of taxes

the idea that a tax should be equitable in payment as be-

tween citizens was expanded so as to include the thought

that a just system of taxation must conform to social needs,

and certain conclusions were arrived at respecting the manner
in which taxes work by which the financier was excused

from some of the most troublesome claims that have been

made respecting equity in taxation from the individual point

of view.

From the chapter just closed the peculiar character of

the several classes of taxes that must be employed in framing

a revenue system was yet more clearly presented.
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In our discussion of the general property tax reasons were
presented why separate sources of revenue should be assigned

to the commonwealths and the minor civil divisions. It may
now be remarked that this conclusion was a special applica-

tion of the general principle of segregated sources of revenue,

a principle which may be profitably applied, with more or

less strictness, as between all the grades of government that

together make up the American State. The first step, there-

fore, in formulating a general revenue system is to assign

sources of revenue to the several grades of government
An appropriate assignment of revenue sources will depend

in large measure upon the amount of revenue which any

particular grade of government may require as compared
with the other centres of public authority. Referring again to

the census figures of 1890, it appears that the aggregate of

public income for that year amounted to $979,590,915, di-

vided between the four grades of government as follows

:

Grade of Government.
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explained by the fact that, since the adoption of the Federal

Constitution, there has been a decided shifting of political

influence. The Federal Government has grown in impor-

tance because it is the representative of the national idea,

while the local governments have grown because they carry

with them the industrial development of the nation. At the

present time the commonwealths are practically, though not

legally, administrative units subordinate in every essential par-

ticular to the highest necessities of the Federal State. It is true

that they are the source of all authority for local governments,

that is to say, for the municipalities and the minor civil divi-

sions. Inasmuch, however, as this authority is commonly
expressed by them through general laws rather than by
special charters, and inasmuch as it is the political theory of

the English-speaking people to bring the exercise of political

power as closely as possible to the people upon whom it is

exercised, the commonwealths do not take a very active part

in the business of administration. We find, then, in an
analysis of the political situation a reason why the States

need so small a proportion of the aggregate of public income,

and, as it is a reason that seems to lie in the nature of the

case, its observed result may be accepted as indicating a

more or less permanent condition, which a financier should

recognise in making his assignments of sources of revenue.

Referring again to the table given above, it appears that

the income of the Federal Government calls for a per capita

payment of $6.39, that of the State governments of $1.86,

of the minor civil divisions of $3.01, and of the municipalities

of $18.01. The per capita payment for the support of

government of all grades is $15.64. This fact also may
have some bearing upon the question of the proper source

from which the revenue of the several grades of govern-

ment should be drawn, and must be held in mind through-

out the analysis. It would seem, for example, since the pay-

ments are the greatest where the social relations are most

intense—that is to say, in the cities—that there would be some
propriety in opening up to the cities as a peculiar source of

revenue that fund of values which the growth and the life

of the cities have caused to be created. Reference is here

made to all forms of municipal monopolies.

In addition to the above suggestions, which are general
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in their application, perhaps the controlling consideration in

the assignment of sources of revenue is found in the public

functions which each grade of government performs. For
the presentation of this thought we shall inquire directly re-

specting the source of revenue pertinent to the Federal, the

State and the local governments.

74. Assignment of Bevenue to the Federal Govern-

ment.—The Federal Government stands for nationality. It

represents the sovereignty of the people. It has exclusive

jurisdiction over international controversies and is intrusted

with the power of declaring war and of concluding peace.

The fiscal needs of such a government are easily understood.

Certainty of revenue and elasticity of revenue are the marks
of a fiscal system adjusted to the needs of a sovereign State.

Certainty of revenue is required that the government may
carry itself with dignity and perform its customary duties

with economy and ease ; elasticity of revenue is required that

it may at all times be prepared for exigencies. The former

of these demands is one which a federal government recog-

nises in common with all grades of government, although

it is relatively more important for a sovereign State than

for an administrative district ; the latter, however, is peculiar

to an imperial government, since this is the only government
exposed to the possibility of serious fiscal exigencies.

(i) Foreign Commerce and Federal Taxation.—Un-
derstanding, then, the needs of the Federal Government, both

as regards the relative amount to be raised and the peculiar

requirements due to the political responsibilities which it has

assumed, what funds should be set aside as the source of

Federal income ? In view of the fact that current income

must accrue from current industry, it is natural to inquire

what industry, if any, is placed under the special guardian-

ship or direction of the Federal Government, for it is to such

an industry that Congress would naturally turn for revenue.

Other things being equal, a government should select for

purpose of taxation those industries with which it holds some
fundamental or constitutional relation. This is justified, if

in no other way, on the ground of economy; for all the in-

formation gathered, and much of the machinery set in motion

for the discharge of political and administrative responsi-

bilities may be used by the financier in the framing and
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executing of tax laws. The application of this generaliza-

tion to the Federal Government is clear. According to the

Constitution Congress is intrusted with absolute control over

foreign and interstate commerce. This was not the result of

an accident or of a compromise. Says Webster :
" The en-

tire purpose for which the delegates assembled at Annapolis

was to devise means for the uniform regulation of trade."

Says Chief Justice Marshall :
" The power over commerce,

including navigation, was one of the primary objects for

which the people of America adopted their government."

It was the necessity of a clear revenue, rather than a revenue

dependent upon the whims of the several States, which caused

the early statesmen to demand for Congress comprehensive

fiscal powers ; and it was the necessity for uniform condi-

tions for the development of a healthful commerce, and the

establishment of an efficient industry upon the basis of that

commerce, that led them to request from the States the con-

cession that the Federal Government should have the ex-

clusive right to levy import duties.

The reasoning involved in this demand may be best

presented by an illustration. Were the State of New York,

which enters more than one-half of the foreign goods brought

into the United States, allowed to impose a duty upon their

importation, it would result in placing the citizens of other

States under tribute to the State of New York. Manifestly

this would be unfair to the inland States, and could not be

allowed in a justly organized Federal State. Moreover,

were it allowed other States would undoubtedly establish

reprisals against the State of New York, and the result would

be the destruction of that commercial unity without which

the industries of a people cannot flourish. Nor would the

evil thus engendered be limited to an arrested commercial

development. Commercial unity being thus rendered im-

possible, the spirit of solidarity, which is essential to the exis-

tence of a nation, would be impossible of realization. It thus

appears that the people of this country are saved not alone

from an embarrassing confusion of revenue laws, but from

political disaster as well, by the fact that the Constitution

grants to Congress the exclusive right to levy impc^rt du-

ties.

(2) Inland Commerce and Federal Taxation.—^The
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political and industrial considerations which, at the time the

Constitution was adopted, justified the Federal Government
in assuming exclusive jurisdiction over foreign trade are

equally valid when applied to inland commerce. The in-

fluence of railways in creating organic unity out of what
might otherwise be a lifeless union needs no elucidation ; nor

is it necessary to explain how that influence would be em-
barrassed in its workings, if not indeed deprived of a large

share of its efificiency, were interstate commerce exposed to

the attacks of the revenue laws of the several States. It is

not possible to express clearly and concisely the position as-

sumed by the courts upon this point, but throughout their

numerous, and at times conflicting, opinions there seems to

run the purpose of preserving the unity of inland commerce.
This purpose is recognised in the decisions of cases that

have arisen respecting the taxation by States of the gross

earnings of railways, but is more manifest in the decisions

rendered upon the general question of railway control. In

1886 the Supreme Court of the United States affirmed in

positive language the principle that the Constitution gave to

Congress exclusive jurisdiction over interstate commerce,
and presented the reasons why the application of this prin-

ciple to railway traffic was of especial importance. Upon
this point the language of the court was as follows

:

" It cannot 'be too strongly insisted upon that the right

of continuous transportation from one end of the country

to the other is essential in modern times to that freedom of

commerce from the restraints which the States might choose

to impose upon it that the commerce clause was intended to

secure. This clause, giving to Congress the power to regu-

late commerce among the States, as this court has said be-

fore, was among the most important of the subjects which

promoted the formation of the Constitution. . . . That this

species of regulation is one which must be, if established at

all, of a general and national character, cannot be safely and

wisely remitted to local rules and local regulations, we think

is clear from what has already been said, and if it be a

regulation of commerce [that is to say, the law under con-

sideration] ... it must be of that national character, and

the regulations can only approximately exist by general rules

and principles, which demand that it should be done by the
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Congress of the United States, under the commerce clause

of the Constitution." *

It will be remembered that this decision, which separated

interstate from State traffic and limited the jurisdiction of

the Federal Government and the State governments accord-

ingly, was the occasion of the establishment of the Interstate

Commerce Commission, by which the duty of exercising

control over the administration of interstate traffic was as-

sumed by Congress. It is not too strong an affirmation to

say that the necessity of a uniform control over interstate

traffic was as vital to the interests of the people in 1887 as

was the necessity of uniform control over foreign trade in

1789. Financially there was this difference in the two periods

named: in 1789 the Federal Government was in pressing

need of an assured revenue, and turned naturally to that

phase of industrial activity with which, for other reasons, it

came into contact; in 1887 the government was in the enjoy-

ment of ample revenue, and the thought of making inland

commerce as well as foreign commerce a source of income
did not present itself. But the fundamental relation is the

same in the two cases : the constitutional provision is the

same ; the significance of uniformity is the same ; and it

requires no great insight to warrant the assertion that, when
the necessity shall arise, interstate commerce as well as

foreign trade will come to be a source of revenue for the

Federal Government. The occasion for such a step may be

the rise of some fiscal exigency, or it may be the purpose of

the government to carry through a fiscal reform; but what-

ever the occasion the result is sure to arrive. The logic of

the situation reserves the control and taxation of commerce
to the government which represents the sovereignty and unity

of the people ; and the fact that revenue can 'be so easily in-

creased by the taxation of interstate traffic renders it highly

probable that such a step will not be long delayed.

(3) Excise Duties as a Federal Tax.—Thus far our

inquiry respecting the source of revenue pertinent to the

Federal Government has been under the guidance of the

considerations that the dignity of the State demands cer-

tainty of revenue, and that it is wise for a government to

* Quoted from Dos Passes, The Interstate Commerce Act, pp. 5, 6,

and 7.
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select for the purpose of taxation that branch of industry

with which it has adiiiinistrative' ' deahngs. It will be re-

membered, however, that elasticity as well as certainty is es-

sential for the revenue system of a sovereign State. A system
that rests on commerce cannot easily respond to the fluctuat-

ing demands of government. A great exigency, as, for

example, the advent of a war, is sure to embarrass commerce
and curtail income, and any attempt to increase revenue by
raising the rate will, under such circumstances, be sure to

intensify the embarrassment and decrease the income. In

1812, for example, the rates on imports were doubled, but

the revenue did not respond to the call thus made upon it.

How, then, it may be asked, can an elastic or responsive

revenue be established for the Federal Government ? This

question presents a most important problem.

The solution of this problem, so far as it has been solved,

is found in that series of acts by which the Internal Revenue
System was establis'hed. The necessity of a revenue not de-

pendent on the exigencies of foreign commerce was made
clear by the experience of the treasury during the years

1861 and 1862. This is no place to narrate the financial his-

tory of those years, or to expose the mistaken theory upon
which Congress proceeded in formulating a financial policy

for the management of the war. The fact is the early at-

tempts of the treasury to command the wealth of the nation

were failures, and it was only in proportion as internal revenue

became productive that public finances were brought under

control. It may have been this experience which demon-
strated to Congress the importance of flexible revenue, and

which led to the continuance of internal taxes after the oc-

casion which called them into existence had passed away.

But whatever the reason, the machinery of a system of excise

duties has been maintained and kept in operation since the

close of the war; and the government is, on this account,

in a position to carry through a sound fiscal policy in the

face of any exigency likely to arise. The theory of war-

financiering pertains to that part of the Science of Finance

that deals with the use of public credit, but it must be evident

at a glance that it is the part of wisdom, when making

provision for current revenue, to hold in mind the possible

necessity of using the revenue machinery of ordinary times
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as the basis of exigency financierings. This is the justifica-

tion, and the only justification, for maintaining internal duties

as a source of Federal revenue in time of peace. It is not

claimed that the rules by which the system is administered

have been formulated in view of the peculiar service which it

is the function of that system to render. On the contrary,

there is direct evidence in the rates imposed on those pro-

cesses of manufacture retained for taxation that the fiscal

significance of the system is not appreciated. But the only

point which it is now necessary to recognise is that a sound
reason lexists for granting to the Federal Government the

exclusive right to appeal to excise duties as a source of

revenue.

The propriety of granting the Federal Government ex-

clusive appeal to excise duties is further supported by a

consideration of the confusion that would follow should the

States undertake to tax the process of manufacture. Since

the development of railway communication there no longer

exists a local or restricted market. It requires but a slight

difiference in price to call goods from one part of the country

to another. This being the case, it is essential to the pre-

servation of a healthful and equitably distributed industry

that the conditions of manufacture should be, so far as pos-

sible, the same in all parts of the country. At least no
artificial dififerences should be established, as would be the

case should each State undertake to levy excise duties. The
point is that uniformity of excise laws is essential, and the

only means of attaining this uniformity under the constitu-

tional provisions which exist is for the Federal Government
to assume exclusive control over their administration.

(4) Other Possible Sources of Federal Revenue.—
It may be asked why Congress cannot make use of direct

taxation, as provided in the Constitution, to secure elasticity

in its general revenue system. In reply to this question it

may be said that this means of raising revenue in time of

emergency amounts to little more than the old method of

requisitions practised during the period of the Confederation,

with the reservation to the Federal Government of the right

to enter the State and collect the tax should the State fail

to meet the demands made upon it. It may not be final

against such a scheme that it does not harmonize with the
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policy of segregated sources of revenue, although it is evi-

dent that, for one who assumes the standpoint of this treatise,

the Federal Government may wisely refrain from entering

upon that domain of taxation which pertains to the States

and the local governments. A more pertinent argument
against the use of direct taxation by the Federal Government
is the experience of Congress upon the two occasions when
it was attempted to control a fiscal exigency by opening up
this source of revenue. On the occasion of the wars of 1812
and 1861 appeal was made to direct taxation, but in neither

instance did the money come into the treasury' in time to do
much good. The effect of the tax upon the imaginations

of money lenders was very slight ; and, in view of the large

amounts which proved to be necessary, it may be doubted if

this source of revenue could have been of much use without

jeopardizing the political integrity of local finances. And,
finally, as against the use of direct taxation by the Federal

Government reference must be made to the constitutional rule,

for its apportionment. According to the Constitution this

tax must be apportioned to the States on the basis of Federal

population. Whatever may be said in justification of this

rule at the time the Constitution was adopted, its employ-
ment at the present time would result in an unequal assign-

ment of a common duty between the rich and the poor States.

Nor would it be possible for an income tax to perform the

service in the general revenue system which we have .as-

signed to excise duties. For an income tax being a direct

tax cannot be assessed to individuals except it first be ap-

portioned to the States on the basis of population, a procedure

which would result in gross inequalities as between the citi-

zens of the several States. Moreover, an income tax would
quickly reach the limit of its productivity except it apply

to corporation and husiness incomes ; and this, besides blur-

ring the real significance of corporation and business taxes,

would, like forced requisitions upon the States, result in

obliterating the distinction between the Federal and the State

domains of taxation.

We may, then, conclude that the revenues that should be

assigned to the exclusive use of the Federal Government
are such as arise from the taxation of imports, the taxation

of interstate commerce, and the taxation of the process of
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manufactures—a conclusion which, we trust, will be

strengthened when the relation of the Federal revenue sys-

tem to the general revenue system in the scheme now being

unfolded is more fully appreciated. These three sources of

revenue, supplemented by a judicious use of public credit,

are adequate to all fiscal needs, both ordinary and extraor-

dinary, that can present themselves to the Federal Govern-

ment.

75. Assignment of Sources of Eevenue to State and

Local Governments. —Not less clearly do the peculiar services

performed by the State and municipal governments, and the

form of property in rural districts, indicate the source of

revenue that should be assigned to them.

(i) Sources of State Revenue.—^The States, it will be

reinembered, assume no responsibility for international affairs,

and in interstate complications their liberty extends no farther

than to be recognised as a party in a case. The Federal

Government could not permit serious diplomatic correspon-

dence to be carried on between the States, for this would
be equivalent to the recognition of the right of a State to

sever friendly relations with a sister State, which would be

equivalent to the destruction of the Union itself. This being

the case, the States are never exposed to an emergency and

do not need that quick response from revenue so essential

to the efi&ciency of the Federal Government. They are,

therefore, excused from the consideration of one of the most
difficult problems in framing a revenue system.

Approaching the question upon its positive side the du-

ties of the States are primarily legislative in character. They
give to the minor civil divisions and the municipalities their

forms of government and clothe them with their administra-

tive powers; they provide laws of industrial association and
grant charters to industrial corporations ; they are the guar-

dians of all wealth that in any way accrues to citizens in

their collective capacity ; and, finally, they are called upon
to administer such public institutions as do not naturally

pertain to the local governments. If, now, one place by the

side of this cursory characterization of governmental duties

imposed upon the States the analysis which led to the selec-

tion of industries for special taxation (municipal monopolies
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alone being excepted)* he will be impressed with the fact that

the special or corporation taxes referred to naturally pertain

to the State as a peculiar, if not an exclusive, source of

revenue. The vast majority of industrial corporations are

the creatures of the States, and it is to the State governments
that the people look for their regulation and control. With
few exceptions, natural monopolies, also, such as mines,

forests, water-supply for irrigation, and the like, do not exert

a commercial influence beyond the boundaries of the State

in which they are situated, and should a royalty be imposed
upon their earnings it should accrue to the government which
represents the people to whom they rightfully belong. If,

now, the State governments can secure adequate revenue from
special taxes on corporations and on natural monopolies the

fact that they are charged with peculiar duties in connection

with corporations, and stand for the proprietary interest of

the people in the original values of the soil and the social

increment of labour, provides ample reason why this source

of revenue should be placed at their disposal.

In view of the ever-changing opinions of legislatures re-

specting the taxation of the localized property or agencies

of corporations, it may be well to express the view enter-

tained by this treatise in an explicit manner. The assign-

ment of the corporation tax to the State means that the

buildings and right of way of a railway, for example, should

be exempt from local taxation; and if it be admitted, as has

been argued, that net revenue to railways should be the basis

of their taxation, and that the business from which this net

revenue accrues holds no necessary relation to the value of

the property distributed along the line of road, the justice of

this plan becomes apparent. The earnings of the railways

accrue (interstate commerce being dropped from view) on the

general business furnished by the State ; their payment for the

support of the government, therefore, should be to the State,

and not to the localities. The same argument applies to an

insurance company located in a city, or to an unusually pro-

fitable mine located in a county. The industries are localized,

while the business that gives them value is diffused, nor can

there, in the cases named, be any offset on account of

•J^iV* §70,(1).
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similar businesses situated in other cities or counties. Does
it not, then, appear just that what they pay for the support

of government should be paid to the government of the

people whose patronage gives rise to the value in question ?

In some cases this patronage may be interstate, but since

interstate commerce is by the scheme under consideration

assigned to the Federal Government, this fact suggests no
criticism upon the plan. We conclude, then, in view of the

peculiar duties imposed upon a State, and because of the

nature of corporations and natural monopolies, that all special

and corporation taxes should be assigned to the State as an

exclusive source of revenue. Of inheritance and income
taxes we shall speak later.

(2) Sources of Local Revenue.—If localities are pre-

cluded from taxing corporate property, though it lie within

their territorial jurisdiction, the States must in turn be ex-

cluded from the domain of local taxation. And it lies next

in our analysis to inquire what source of revenue remains

for local governments. This discussion will distinguish be-

tween municipalities on the one hand, and the counties, town-

ships, school districts, and other units of local administration

on the other. Addressing our attention first to rural local

governments, it may be remarked that no source of revenue

peculiarly fitted to governments of this grade is suggested

by a consideration of the class of duties with which they are

•charged. The functions which they perform pertain to the

maintenance of local courts and an efficient constabulary,

to the construction and maintenance of highways and bridges,

to the provision for a common-school education, and other

services of a like nature. These functions, it will be observed,

are primarily administrative, and do not rest for their easy

per'formance upon an exclusive appeal to any particular

source of revenue. This being the case, the selection of a

source of revenue must rest upon some other consideration,

,

and that which appeals most naturally for approval is found
in the nature of the industries with which as a rule country

life is concerned. The industry of the country is agriculture,

and it is a significant fact in the choice of a revenue system

for the minor civil divisions that agriculture is represented by

visible property. In considering the general property tax it

was learned that the only difficulty to its successful adminis-
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tration when confined to rural property arose from the fact

that local property was assessed by local officers for State

purposes. The State, however, being provided with a source
of revenue peculiar to itself, as is proposed by the plan under
consideration, and the minor civil divisions being granted
exclusive right to levy taxes upon real property lying within

their respective jurisdictions, there is no reason why the

machinery of the general property tax as it now stands can-

not satisfy all the legitimate demands of rural financiering.*

In deliberating upon the above suggestion the student must
remember that justice in taxation does not demand the

assessment of all industries, and that the exemption of mort-
gages from taxation is no detriment to the borrower of money.
The conclusion is that the property tax upon rural property

in the form of the land tax should be assigned to the exclusive

use of rural local governments.

Coming now to urban local governments, the problem
of the source of revenue is somewhat more complicated ; for,

in addition to the ordinary functions of local administration

which cities have in common with country districts, they are

charged with many speeial functions growing out of the ne-

cessity of collective services and of the evils which spring

from a congested population. In the first place, it may be
remarked that the relation of the municipality to the State

is practically the same as that of the minor civil divisions,

and that, on this account, an analogous conclusion may be

arrived at with regard to the taxation of landed values. The
general property tax may be retained by the municipality

in so far as visible property is concerned. In administering

the real estate tax, however, it may be proper for the muni-

cipality to adopt a dififerent set of principles from those that

are pertinent to the rural governments.

The selection of further sources of revenue for munici-

palities depends upon the peculiar duties imposed upon them.

As the State assumes the solution of the problem of State

monopolies, so the municipaHty must assume the solution of

* It will be observed that the text fails to distinguish between the

county, and other forms of local administration, which is equivalent to

saying that the county is the proper unit of local authority. This is done

rather for the purpose of facilitating discussion than of expressing an

opinion on so important a. question of local administration.
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the problem of municipal monopolies, and this fact in the one

case as in the other suggests the second source of revenue to

which municipalities may rightly appeal. The present tendency

of forcing municipal monopolies to contribute largely to mu-
nicipal expenditures, either by special taxation or through

pubhc ownership, is wholly to be commended, for it lies in

the nature of the case. Besides the necessity of some public

control over water companies, lighting companies, and street

railways, the policy here outhned finds support in the

fact that it is a means of giving back to the people part of

the earnings of the property rendered valuable by the fact

that the city exists. The situation is as follows : The growth

of the city occasions unusual expenditures ; the growth of

the city also creates unusual values. Why should not the

values which the city creates go to bear the expenses which

the city occasions ? There appears then a double reason

for assigning municipal monopolies as a special source of

revenue to the municipal treasury.

(3) Assignment of Tax on Inheritances and Profes-
sional Incomes.—The fiscal system thus presented makes use

of all the sources of revenue which the foregoing analysis and
classification of taxes shows to be desirable, with the excep-

tion of the taxation of inheritances and professional incomes.

It is a little difficult to say what grade of government should

receive the proceeds of succession duties. The Federal

Government would be excluded because, under the rule

imposed by the Constitution, it cannot justly make use

of direct taxation. As between the State and local

governments it might perhaps be necessary, in strict logic,

to inquire respecting the origin of the property, and to

grant the proceeds of the succession duty to that govern-

ment which gave protection to the business during the ac-

cumulation of the property, or which stands for the citizens

whose business activity rendered the accumulation of the

property possible. Such a suggestion is scarcely pertinent,

however, because of the many embarrassments that would

arise in its application. All interests would be fairly well

satisfied were succession duties assigned to the State govern-

ments with, however, the understanding that the States were

to use the proceeds of these taxes, not for the purpose of

paying current ordinary expenses, but for the rendering of
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some particular service of interest to all citizens. Why, for

example, should not the States assign the proceeds of succes-

sion duties to the service of education, and especially to the

service of higher university education ?

The reason why professional incomes demand peculiar

treatment is that there is no property or commercial organi-

zation hy which the lawyer, the physician, and the merchant
are represented, and the price of their services are not

equalized by commercial forces. As property owners and as

consumers they are called upon to pay something for the

support of government, but their peculiar income is unaffected

by the plan of taxation here outlined. There is no
means of securing payment from this class of incomes ex-

cept through the imposition of a tax upon the practice of the

several professions regarded as distinct classes in the com-
munity. The administrative principle which underlies the

revenue system to which this treatise grants approval

is that the government must address itself to the indus-

trial property, the industrial process, or to the industrial

organization for payments, rather than to the individual ; and
it seems wise to proceed upon the assumption that lawyers,

physicians, and merchants can organize themselves into pro-

fessional guilds and that the government should address

its demands for money to the guild or association rather than

to individuals. This point, however, was adequately con-

sidered in the previous chapter. For the present we may say

that the revenue accruing from personal incomes is a revenue

that pertains to the local government in which the business

or profession has its location. It may then- be assigned as a

municipal revenue.

The statement that follows presents in a concise form the

conclusions at which our analysis has arrived. Whether or

not one approve this selection of the sources of income and

their assignment to the several grades of government, the

scheme at least has the merit of presenting a comprehensive

programme of financial reform. It serves as an object-lesson

of what is meant by segregation of revenue sources.
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ANALYSIS OF POSSIBLE TAXES, DESIGNATION OF APPROVED TAXES,

AND ASSIGNMENT OF APPROVED TAXES TO THE SEVERAL GRADES

OF GOVERNMENT IN THE UNITED STATES.

Possible Taxes.
Taxes

Approved.
Assignment of Approved Taxes.

Taxes on Income.
a. Income from services.

b. Income from property.
t. Income of property.

Taxes on Property.
a. Property in person.
b. Property in land.

e. Property in capital.

d. Property in wealth for
use.

Taxes on Business,
a. License tax.

b. Franchise tax.

e. Corporation tax.

d. Excise duties.

e. Customs duties.

Approv'd

Approv'd

Approv'd

Municipal governments.

State governments.

i
Municipal governments
minor civil divisions.

and

Approv'

Approv

Approv

Approv'
Approv'

( Municipal and town government,
J. but administered for police

( supervision.
Municipal government.
' State governments, and, in case

of interstate commerce, the

federal government.
Federal government.
Federal government.

76. Administrative Questions Suggested by this Sys-

tem.—It is not enough, in order to insure the acceptance of

a proposed revenue system, to show that it reflects a con-

sistent fiscal theory; for one is always at liberty to ask if

the system can be easily administered, and if the means neces-

sary for its administration conform to the healthful trend of

social evolution; This being the case, it now becomes our

task to inquire what changes in administration or what steps

in political organization are necessary to insure the success-

ful working of the programme briefly outlined. Several

questions present themselves when looking at the matter from
this point of view.

(i) Separation of State and Interstate Commerce.—
The attention of the student has doubtless been arrested by
the classification of inland traffic as State and interstate traffic,

the net earnings upon the former being assigned to the State

for purpose of taxation, while the Federal Government en-

joys the exclusive right to impose taxes upon the latter.

Can this classification be followed in practice ?
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In the first place it may be remarked that this distinction'

is not an arbitrary one, but exists in the organization of the
State itself. All interstate traffic is placed by fundamental law
under the jurisdiction of Congress, while infra-state traffic is

reserved to the jurisdiction of the States. Not only is this dis-

tinction clearly expressed in the Constitution, but it has been
made the basis of a long line of consistent decisions by the

courts for more than a hundred years. It is thus evident that the
financier who seeks to make use of this classification, in a
fiscal scheme does not enter upon untrodden ground. On
the contrary, he will find many of the terms and phrases
which he must employ authoritatively defined in established

law, while the general principles underlying his task, as well

as the reasoning involved, have already been expressed.

Another fact may be noticed in this connection, which,

while no more important in itself, has perhaps a more direct

bearing upon the question in hand. Railway legislation in

the United States (for the purpose of specific statement other

forms of interstate commerce are dropped from view) has

adjusted itself to this distinction between State and interstate

commerce, the former being placed under the jurisdiction of

State railway commissions, while the latter is consigned to

the jurisdiction of a Federal commission. These two sets

of agencies are complementary to each other, and neither

can hope for the highest success without the cooperation of

the other. To this end it is incumbent upon the commis-
sions that for the purpose of administration they work out

the line of demarcation between State and interstate traffic,

which the fiscal scheme here presented accepts as separating

the local from the Federal taxation of inland commerce.
Now it is a most significant fact, for the purpose we
have in view, that the character of the traffic, and not the

localization of the appliances by which passengers and freight

are carried, is accepted as the basis of the distinction between

State and interstate traffic, since it is the earnings of commerce,
and not commercial appliances, which, according to the thesis

here maintained, must be made the object of taxation.

The suggestion that interstate commerce should be as-

signed to the Federal Government and infra-state commerce
to the States as a source of revenue through taxation not

only conforms to the conception that underlies fundamental
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law, but it makes use of a distinction that must be worked

out in a branch of public administration with which finances

have nothing to do. In this the scheme conforms to what

has been termed administrative economy. The expense in-

cident to the classification of commerce is one that must be

incurred in order to render the control of railways through

commissions effective; why should not the fiscal system be

so adjusted as to make use of this expenditure in connection

with the operations of the Treasury ?

The separation of trafi&c into State and interstate traffic

is not in itself a difficult task, although great care must be

exercised in selecting a proper basis upon which to proceed.

A separation upon the basis of tonnage, or of ton-mileage,

would be of relatively slight importance. It could answer none

of those questions that arise respecting the probable effect

of a change in rates, which is the significant thing for a

Railway Commission to consider, nor could it serve as a basis

of assessment in a financial system that accepts earnings

rather than the volume of traffic as the proper object of

taxation. In some way the rate received upon the traffic

carried must enter into the computation. The classification

must be more than a territorial assignment of tonnage or it

will not be worth the making.

The commercial factor which represents both the volume

of traffic and the rate at which it is carried is earnings, and

the administrative problem that presents itself pertains to the

separation of earnings according as it accrues upon State

or interstate commerce. The distinction between " gross

"

and " net " earnings has already been explained, and it will

be remembered that the net earnings of a corporation are,

theoretically, the more appropriate basis of assessment. It

is also true that net earnings are of relatively greater impor-

tance to Railway Commissions in the discharge of their pe-

culiar duties. Inasmuch, however, as gross earnings must be

made the basis of net earnings, and since there are many
who favour the adjustment of corporation taxes to the former

rather than the latter, the analysis that follows will con-

sider the two items separately. The thought, also,

may be interjected at this point that the common objection

of the courts to the acceptance of gross earnings as the basis

of State taxes, namely, that by means of it the States tax
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interstate commerce, would te overcome by the plan here
outlined; for it would result from this plan that each grade

of government would be restricted to the traffic that pertains

to it by the Constitution. It is possible, therefore, should the

task of working out the programme here outlined be actually

undertaken, that practical considerations would lead to the

acceptance of gross 'earnings rather than of net earnings as

the basis of assessment.

(a) On the Basis of Gross Earnings.—Accepting gross

earnings as the amount of income resulting from the amount
of traffic multiplied into the rate charged for transportation,

no allowance or deduction being made for expenditures in-

cident to operation, it is clear that its separation into State

and interstate earnings must conform to the respective

amounts of the two sorts of traffic and to the rates at which
each is carried. Were these rates uniform, the earnings would
be in proportion to ton-mileage; but the rates are not, and
from the nature of the case cannot be, uniform. They vary

for different lines and for dififerent parts of the same line.

They are influenced by the kind of goods carried, the con-

ditions under which they are carried, and for the distance

carried. Special rates, also, for special commodities or se-

lected territories are a familiar and probably a permanent

feature of railway transportation. A classification on the

basis of tonnage, mileage, ton-mileage, or indeed any other

physical attribute of commerce, must be inadequate.

Or were it true that interstate traffic is always inter-line

traffic, while State traffic is confined to single lines of road, the

problem would be easy of solution. This is true because it is ne-

cessary for the railways to separate these two kinds of traffic in

orderto settle accounts between themselves. But the assumption

does not conform to the facts in the case, and an assessment

of taxes on the basis of such a classification would be devoid

of any very definite meaning. There is, however, in this

second assumption a most fruitful suggestion. If inter-line

accounting is adequate to settle fairly the accounts between

railways that unite for through or long-distance transporta-

tion, it is only necessary to organize this accounting into a

Federal system, and to so extend it as to include interstate

traffic carried on single lines, in order to secure all that is ne-

cessary for the purpose of the financier. In the development of
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railway organization there must, sooner or later, be established

a Clearing-house of Railway Accounts, and it would be highly

a.dvantageous from many points of view should the claims

of a sound fiscal system and the demand for adequate public

control over the business of transportation be permitted to

give shape to that organization. Our conclusion is that, so

far as gross earnings are concerned, no technical or theoretical

difiSculties stand in the way of an honest separation of State

and interstate traffic.

(&) On the Basis of Net Earnings.—The serious difficulty

makes its appearance as soon as one passes from the

ledger of receipts to the ledger of expenses. This is

true because so large a proportion of railway expenditures

are common to all classes of traffic. It is difficult to

determine the cost of running a given train ; how much
more difficult to assign that cost to the different classes

of goods carried in the train. It cannot be done, and rail-

way accountants and railway commissioners have alike re-

cognised that it cannot be done.

While acknowledging this to be true for the fine questions

that arise in connection with public control of railways, it

may yet be possible to arrive at a separation of State and

interstate net railway earnings with sufficient accuracy to

serve the legitimate demands of a fiscal system. It must be

remembered that the interests aflfected are the fiscal systems

of two grades of government, and that justice to individuals,

either relative or absolute, is not involved. This being the

case, the financier is justified in making use of rules for the

classification of railway earnings, even though they are in

some degree arbitrary, provided they are fairly reasonable

and acceptable to the parties concerned, that is to say, to

the Federal Government on the one hand and State govern-

ments on the other.*

(2) Organization for Administering State and Lo-

cal Taxes.—The Federal Government might, by the exercise

of such powers as it clearly possesses, proceed to the taxation

of interstate commerce independently of any agreement or

* Should the task of separating state and interstate net earnings be

undertaken, much assistance would be rendered by the " Classification

of Operating Expenses" officially issued by the Interstate Commerce
Commission.
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understanding with the States ; and were the taxation of in-

land commerce in a consistent and uniform manner the only

point involved in the programme under consideration, our
discussion might now be brought to a logical close. But
there are other interests involved which demand considera-

tion.

(a) Interstate Organization.—^We have on several occasions

encountered the complaint that the fiscal laws of the State

and local governments recognise double taxation by the form
in which they are drawn, while in reality they encourage the

citizen so to distribute his business interests as to evade all

payments. This is due to the fact that business con-

nections may extend beyond the jurisdiction of any single

taxing unit. An insurance company, for example, sells

policies in many States. The Federal Constitution very

wisely denies a State the right of excluding the citizens

of other States from transacting business within its bor-

ders. But it certainly seems just, and is entirely lawful,

that the business done within a State, no matter where the

location of its principal offices may be, should pay a tax

upon such business. There is a very considerable class of

undertakings respecting which the taxing laws are imperfect

and work in an unjust manner, because there is no organi-

zation between the States 'for the localization of the transac-

tions in question.

The task thus suggested of extending the fiscal organi-

zation by an interstate agreement, which shall coincide with

the commercial jurisdiction of industries that traffic in two

or more States, is not so difficult as it may at first blush

appear. The principal evils of the present system, that

is to say duplication and evasion of taxation, have already

been set one side by the programme under consideration

—

first, by the remission of taxes on mortgages and analogous

property, and second, by imposing upon the Federal Govern-

ment the duty of bringing substantial uniformity into the

domain of railway taxation. There remains, therefore, no very

large number of troublesome industries, for it must also be

held in mind that, according to the proposed fiscal system,

all industries subject to the jurisdiction of commercial com-

petition are released from taxation except as taxed through

the excise laws of the Federal Government. To carry out
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this task, which must of course rest upon a conscious desirs

on the part of the States for a uniform system of taxation of

all businesses of interstate transactions, the first step would

undoubtedly be the establishment of a joint bureau of statis-

tics and accounts, resting for its authority upon State law.

It is not necessary to proceed further in the direction of posi-

tive suggestions. Provided accurate information can be

gathered respecting the industries under consideration, and

provided such rules of bookkeeping are prescribed that

earnings can be measured and localized, the unification of

the tax laws, so far as the details of their levy and collection

are concerned, may confidently be expected.

(b) Organization within the State.—Reference may be made
to yet another form in which this need of organization for

authoritative information shows itself, although in this in-

stance it pertains to interests that lie within the jurisdiction

of a single State. In the separation of the sources of revenue

between the State and the local governments it will be re-

membered that natural monopolies, so conditioned as to en-

able them to sell their products beyond the jurisdiction of

the local government within which they lie, were assigned

to the States as a fit object of taxation. In some cases, how-
ever, as, for example, in a county possessing a peculiarly

rich mine, this might deprive the local government of so

much of its taxable property as to occasion serious embar-
rassment. This illustrates how at best the finances of the

States will be mixed up with those of the localities; but no
serious difficulty can arise on this account provided the State

adopts some uniform rule for the adjustment of all similar cases.

Under the circumstances described it is only necessary for

the State to assign such property to the localities for taxa-

tion at a value reduced to the level of non-monopolistic

property. This it can easily do, because, since it accepts the

royalty accruing upon the mine as the basis of its own levy

of taxes, it must maintain a statistical service adequate to

determine that royalty, and the non-monopolistic value of

property is what is left after deducting the capitaHzation of

the royalty which it pays.

It seems scarcely necessary to follow out the application

of this idea to all the phases of State and municipal taxation.

So far as rural taxation is concerned the system of local as-
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sessments in its present form is adequate. The significant fact

in tiie suggestions here entertained is that the industrial evo-

lution of the last fifty years has imposed on government a

new series of duties, which, for want of a better phrase,

may be termed the control of monopolistic industries. The
conservative opinion of the nation is coming to recognise

that these industries cannot be regarded as private within

the historic meaning of English jurisprudence, and that they

must be brought under peculiar rules of administration.

On the other hand, industrial analysis has made clear the

fact that the earnings of these industries are in a peculiar

sense socially created, and on this account should con-

tribute generously for the support of government. This is

the significance of the corporation tax. Putting these facts

side by side, it follows that the control of corporations and
the taxation of corporations may be reasonably expected to

work together, and that the argument which asserts that the

Federal financier may make use of the statistical service

which the Interstate Commerce Commission must maintain'

may be generalized to express the relations between the finan-

cial and administrative branches of government, so far as

municipal and State monopolistic industries are concerned.

But whether this industrial service be undertaken or not,

inasmuch as taxes on corporations are assigned as the chief

source of revenue to the States, and a very important source

of revenue to the municipalities, it is clear that the essential

step to the realization of this idea is the establishment of a

statistical service which shall begin its work with the or-

ganization of the bookkeeping of the corporations themselves.

There is another way of arriving at this conclusion. The
general property tax broke down because the investment of

property in large industries under the corporate form en-

abled men who were so inclined to evade the payment of

taxes, and it is a natural development of opinion which as-

serts that the corporation should be substituted for the in-

dividual as the personality to be taxed. The reason for this

is that the corporation must have a legal domicile, it must
have visible property or agencies, and it must keep a set of

books. It was at first thought that the desired result would
be attained by substituting the property of the corporation

for that of the investors in the corporation, but, for reasons
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given in the discussion on the proper basis of corporate taxes,

this thought was quickly abandoned. It is the commercial re-

sults rather than the visible agencies which furnish the true

measure of the ability of corporations to pay taxes ; and,

should the State fail to provide the means of discovering

these results, its experience with the taxation of corporations

will be no more satisfactory than was the case with the taxa-

tion of personal property. The difference in the two cases is

that no amount of organization on the part of the administra-

tion could lead to the discovery of personal property, while

a comparatively inexpensive organization will lay bare every

fact necessary to the just assessment of corporations. Let
it, however, be understood that without information no tax-

ing system whatever can work satisfactorily.

(c) Organisation within the Municipalities.—A detailed con-

sideration of the administrative necessities of municipalities,

regarded from the point of view of the financier, would result

only in a repetition of this cry for information. According to

the programme here outlined the city must rely for its income
on the taxation of the rental values of real estate, on the

taxation of personal incomes, and on some means of ap-

proach to the social product of municipal monopolies. The
first of these is what is left of the general property tax, and
the machinery of assessment and collection familiar to the

law is adequate for its successful administration. The second

would necessitate organization among the members of the

respective professions, but once set on foot would necessi-

tate no especial care on the part of the State. The third,

however, assuming for the statement private concessions

rather than public ownership, is neither more nor less

than a corporation tax, but a corporation tax im-

posed under conditions which warrant the assertion

of the public interest in its most extreme form. This

being the case, all that has been said when considering

the administrative needs of the Federal and State govern-

ments relative to the importance of a competent bureau of

statistics and accounts, whether in the interest of public control

over corporations or of just taxation, pertains with especial

emphasis to the relation existing between municipalities and

municipal monopolies. Here, then, as elsewhere, the first
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Step towards administrative efficiency is to provide for

an authoritative system of accounts for all corporations, and
to demand reports from corporations on the basis of these
accounts.

One word only remains on which this treatise may appro-
priately speak. If public corporate accounting is to be estab-

lished, it must, in order to be effective, be established on a
uniform basis. So far as the municipalities within a given
State are concerned this uniformity may be made to rest on
State law. Whether or not the administration of the super-

visory jurisdiction over corporate management should be with
the State or the municipality lies beyond the limits of our
present discussion. There is no reason in the nature of the

case why every corporation created within a State should

not keep its books after a uniform plan. With regard
to interstate operations, also, which lie within the juris-

diction of the Federal Government, uniformity of method
may be easily attained. The difficulty arises in connec-
tion with those interstate relations over which Congress
has no control, and in the fact that there exists no recog-

nised legal means of securing uniformity in the treat-

ment of the same class of accounts in the several States,

There is but one way of overcoming this difficulty, and that

is through interstate agreement. Lest, however, the interest

which we may assume has thus far been granted this pro-

gramme of financial reform should be withdrawn by thus

calling attention to what is logically involved in its perfect

realization, we hasten to add that it is possible for it to

be worked out by means of the independent action of

the States and the Federal Government. A Congress of the

States for the consideration of those industrial and fiscal ques-

tions resulting from the fact that modern trade extends be-

yond the territorial jurisdiction of local and State governments
is highly desirable from every point of view; but it is not

essential to the realization of the most important features

of the scheme that has been outlined. Indeed it is claimed

as a point in favour of the plan here presented that it can

be carried to practical success under the exercise of such

rights as existing governments now possess. And as giving

an added interest to this scheme, it may be remarked that
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the revenue system to which we have given approval is the

natural evolution of the corporation tax, which in a peculiar

sense pertains to industrial conditions as they are found in
the United States.
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Industrial Effects of Public Borrowing.

(i) Loans Placed at Normal Rates of Interest.

(2) Loans Placed at High Rates of Interest.
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When may Public Credit be Employed ?

(l) Loans may be Used to Cover Casual Deficits.

{2) Loans may be Used to Meet Fiscal Emergency.

(3) Loans may be Used to Procure Funds for Public Investment.

A CONSIDERATION of public Credit leads the student to a
phase of the Science of Finance quite different from that

which has thus far claimed his attention. According to the

classification of public revenue already laid down * public

credit is the source of anticipatory revenue as contrasted with
revenue that is direct or derivative, and every question that

arises respecting it must be judged in the Hght of this fact.

Moreover, industries usually, and taxation always, are limited

in their view to the ordinary and constantly recurring fiscal

needs of the State ; while credit, when legitimately employed,
is a means of securing money for some unusual demand or

for a demand of an unusual amount. A people that appeals

to public credit with any other idea than that it is a means of

anticipating an orderly income in the future, or that such an
appeal to meet ordinary expenditures is unwarranted, will

sooner or later encounter serious fiscal embarrassment. Pub-

* Cf. § 37-
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lie credit is a most useful instrument when employed under

the direction of a wise and conservative policy, but the

slightest disregard of those rules for its use laid down by the

laws of its own nature will surely work mischief to the State

guilty of so serious an abuse.

76. A Government Bond Considered as Commercial

Paper.—To say that a State secures an income through the

use of its pubHc credit is equivalent to saying that a govern-

ment borrows money. The transaction itself is a very simple

one. Assuming adequate authority to have been granted by

law, without which no act of the public administrator is bind-

ing, the public treasury offers its bonds for sale in the same
way and under very much the same conditions as a private

corporation might do. The bond, which is a contract in the

form of a simple promise to pay, names all the terms of the

loan. It states in explicit language the respective rights of

the contracting parties, and the price that will be offered for

it, by which the cash proceeds of the loan to the government

is determined, will depend in large measure upon the terms

named.
Quite a number of facts are implied in this statement that

a government bond is a form of commercial paper, and that

it is drawn as a contract between a borrower and a lender of

capital, for, although the form of public credit is the same
as that of private credit, its life or its character is essentially

different. In the first place, although the transaction is in

the form of a private contract, it cannot be overlooked that

one party to the contract is a government invested with

sovereignty, while the other is an individual vested with the

rights of private property; from which it follows that the

security which underlies a public bond, and without which
it can possess no value whatever, is different from the security

that underlies ordinary commercial paper. Confidence in a

private bond is due to the fact that it is a mortgage as well as

a note ; that is to say, the contract gives the lender the right

to enter into the possession of some definitely described pro-

perty in case the borrower fails to meet his obHgation. The
holders of railway bonds, for example, can seize the property

of the road, or of such portion of it as is mentioned in the

bond, if the corporation fails to make payment of interest or

of principal according to the terms of the contract. The
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lender in this case finds his security in the contingent owner-
ship of a specific piece of productive property.

There can, however, be no such security in the case of

public bonds, for the State, although a party to a commercial
contract, is at the same time a political sovereignty, and for

that reason cannot be approached by any of the ordinary

legal processes. This explains why a public bond is not com-
monly drawn as a mortgage but as a simple promise to pay;
and, except when very weak or semi-barbarous states borrow
money, the addition of the mortgage clause would not in-

crease the confidence which a lender might feel that his money
is safely invested. The State, being sovereign, cannot be
sued except under conditions which it itself prescribes, and
even then, since there is no one higher in authority than itself,

it must be the judge in its own case.

Upon what, then, rests the confidence of the public that

money loaned to the government is well invested ? The
answer to this question is a simple one. A modern State

is obliged to maintain its credit in order to retain its in-

fluence. The difference between three per cent and six per

cent in the ability of a government to borrow money is the

difference between strength and weakness. An army may be

defeated, warships may be destroyed, but as long as resources

are abundant and at the command of the government at reason-

able rates, that government may still retain its influence

in the councils of the nations. It is the instinct of self-

preservation which causes a public minister, jealous for the

power and dignity of the government he represents, to be

solicitously anxious that all public agreements should be

strictly and even generously fulfilled. It is the importance

of public credit to the State, taken in connection with the

difficulty of its establishment and the ease with which it may
be shattered, that is the basis of the confidence of lenders in

the promises of a government. The reasoning upon which

this conclusion rests is the same as that which leads a banker

to regard a bill of exchange as the safest of all ordinary invest-

ments. Such bills must be honoured at maturity, or the man
against whom they are drawn cannot longer continue in busi-

ness.

Although the State cannot divest itself of its sovereign

character, the financier must, when he appears upon the



520 N/ITURE OF PUBLIC CREDIT.

money market in search of funds, conform in all particu-

lars to the conduct of private transactions. The motives to

which he appeals must be those recognised by the commer-
cial world, and the terms of the contract which he proposes

must adjust themselves to the needs of a successful bargain.

In no other transaction which the public financier is called

upon to contemplate can he forget so completely that he is

the representative of a corporation clothed with the right

to coerce its clients. It thus appears that the difiference

between revenue by taxes and revenue by the employ-

ment of public credit is a fundamental one. The former

rests on coercion, the latter on agreement; the former em-
phasizes the public interest when contemplating the relations

of the State and the individual, the latter the private interest;

the former makes its terms holding in view only its own needs

and relative justice as between citizens, the latter adjusts

its terms to the desires of a particular class of citizens. In

determining whether or not a loan should be undertaken the

government includes within its argument all those considera-

tions of public policy or sovereign authority that pertain to

it as government, but the process of loan-making and of loan

management must follow the rules of private financiering.

78. Industrial Effects of Public Borrowing.—The nature

of public credit will be further disclosed by observing the

industrial results that follow its employment. We shall not

consider in this connection an operation in credits which ex-

tends no further than to af?ect the form in which public

obligations exist, as, for example, the exchange of bonds
bearing a higher for bonds bearing a lower rate of interest.

This is doubtless an operation in credits, but it does not

bring the government into competition with industries in

their demand for capital, and on this account it lies

outside the direct influence which public borrowing

may exert upon the industrial life of the nation. The
true method of analysis is suggested by the statement that

capital is potential industry. Its quantity at any given time

is limited, and, like all limited quantities, its employment
in one manner precludes its employment in another. The
industrial effect of public borrowing, therefore, must show
itself in the fact that capital which might develop or

sustain industries under the direction of private control
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is taken over by the State; and if, as we shall assume
throughout the greater portion of this discussion, the capital

borrowed is put to a non-industrial use, it is evident that the
demand made by the State for funds through the placement
of its bonds will disturb the orderly development of industry,

if indeed it does not check that development or proceed so
far as to cause the fall of industries already established.

A complete analysis of the industrial efifect of public

borrowing will distinguish three cases, according as the

government fills its loans at normal, at high, or at excessive
rates of interest. These cases will be considered in the order
named, and, that the situation may be presented in a concrete
manner, it will be assumed that the government is obliged

to sell its bonds to procure funds with which to prosecute
an expensive war.

(i) Loans Placed at Normal Rates of Interest.—A public

loan which offers only the normal or usual rate of interest

cannot affect established industries. It must be filled, if at

all, from the fund of free capital, that is to say, capital which,
except for the demand of the State, would be consumed in

the pleasure of living or devoted to the extension of the

fixed plant of the nation. While the rate offered by the

government is no higher than the normal rate in the com-
munity no competition is established between investments in

industries and investments in public bonds, and we are con-

sequently justified in concluding that a public loan so placed

is followed by no unusual or peculiar industrial results.

It is sometimes asserted that the offer of the government
to pay interest on money loaned induces men to save where
otherwise they would not save, and for this reason that a

public loan results in a positive advantage independently of

the use that may be made of its proceeds. There may per-

haps be some truth in this suggestion for those nations that

have not as yet developed a healthful system of private credits

;

but as a rule it may be asserted that saving cannot be greatly

stimulated by the offer of public bonds at normal rates of

interest.

It has also been claimed that the placement of a public

loan must affect industries because it will be followed by
a rise in the price of capital, which is equivalent to saying

that a government cannot fill a loan at a normal rate of in-
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terest. This may be true, provided the demand of the govern-

ment is in addition to the ordinary demand for industrial

extension, and this will, of course, depend upon the purpose

for which money is borrowed and the conditions under which

the government appeals to the money market. If the pur-

pose be industrial there will doubtless arise a certain degree

of competition between the government as an undertaker and

individuals as industrial promoters. Should the competition

prove to be active a wise financier will defer his project, for

the time in which the government should become an investor

of capital is when, through depression of business expecta-

tions, there is a surfeit of free capital upon the market.*

If, on the other hand, the purpose for which the loan is

placed be to provide funds for a war there can be no " extra

demand " for capital. The government may spend more,

but individuals will spend less. Moreover, the uncertainty

which attends a condition of war will tend to check private

investment, and provided the government has adopted a sound

fiscal policy for the conduct of the war, and provided the

purpose of the war meet the approval of the pubHc, it can

at least secure what money it needs at normal rates of in-

terest. Our general conclusion, then, needs no modification.

A loan that proceeds no farther than to draw into the pubHc

treasury the free capital which at any time exists will not

seriously affect industrial conditions.

(2) Loans Placed at High Rates of Interest.—Let it now be

assumed that the government needs more money than it can

secure by ofifering the usual rate of interest, and that in con-

sequence it raises the rate which it offers above the normal

rate. Provided its credit is not impaired the govern-

ment will doubtless procure the money which it needs.

What will be the industrial results that follow this second

step in loan financiering ? It is clear that these results will

depend upon the character and importance of the funds that

are thus approached by the government, and it is therefore

incumbent upon us to inquire respecting those funds.

There are three funds of capital that may be placed at

the disposal of the government on account of its offer of a

* The financial success of State railways in Prussia is largely ex-

plained by the fact that they were purchased at a time of serious com-

mercial depression.
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rate of interest higher than the usual or accustomed profits

accruing to industrial investments. In the first place, some-
thing may be expected from a saving in personal expendi-

tures, and here for the first time is it possible to trace a direct

relation between public borrowing and industrial affairs. If

commodities commonly consumed cease to be used in order

that the money thus saved may be expended in the purchase

of public bonds the producers of such commodities will cease

to find their full employment, and the temporary embarrass-

ment thus occasioned will, by a process familiar to the student

of economics, react upon all industries. This at least would
be the result were there no counteracting influences. It is not

likely that a government would take this second step in the

placement of a loan were it not in need of men as well as of

money, and the embarrassment to which we have referred

would in large measure be relieved by this fact. In the case

of a war, for example, the men thrown out of employment
as a result of the saving occasioned by the high rate of in-

terest offered by the government would find employment in

the army, upon which the capital thus collected would be ex-

pended.

The second fund of capital placed at the disposal of the

government because of the high rate of interest offered re-

sults from the abandonment of industries which were upon
the stage of paying no profit before the government made
its appearance as a borrower, and from the suspension of in-

dustries which a change in demand has rendered tempora-

rily unprofitable. Fixed capital cannot, of course, be trans-

ferred to the government; it is the circulating capital as

represented by the proceeds of the last sales, or the accumu-

lated surplus of past years, that must go to the purchase of

public bonds. This is a fact of considerable importance in

tracing the industrial results of the placement of a loan at a

high rate of interest, for it shows that the influence of such a

policy is Hmited by one of the simplest of commercial laws.

Public bonds will not be purchased with funds necessary to

maintain an established industry in a profitable state of ac-

tivity except the rate that can in this manner be secured on

the free capital gives rise to a larger annuity than the profit

which accrues from the use of the fixed capital. Were it not

for this natural limitation of investments it might be dan-
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gerous for a government to offer a rate any higher than the

established rate of profit in the community, for it would by so

doing induce the abandonment of useful industries; as the

matter stands, however, this second step in loan financiering

may be of positive advantage to the community, inasmuch

as the opportunity to purchase public bonds may serve as a

temporary refuge for investors who are seeking to change
their line of investments. If the political policy of the govern-

ment be the occasion of the embarrassment which necessi-

tates a readjustment in investments there is in this fact an

added reason for placing bonds at a high rate of interest.

The third source from which government loans may be
filled in response to an ofifer of high interest results from the

increased activity of those interests which continue to enjoy

their accustomed demand. The managers of such industries

recognise that government bonds oiifer an easy investment

at good rates for practically unlimited amounts. The possi-

bility of an outlet for capital accumulated gives an added mo-
tive for its accumulation, and the only means of securing this

is through the application of greater energy or skill to the

industries maintained. No one can say that the spirit of tech-

nical invention or the ability of business organization has ex-

hausted itself. On the contrary, there is every reason to

believe that motive alone is necessary to bring yet greater

talent to the service of the business world. If this be true,

and if the offer of a high rate of interest can serve as a stimulus

to energy and application, not only will the result be of im-

mediate advantage, but it will entail remote benefits as well.

While, then, it may be said that only an exigency can warrant

the disturbance of established business relations through the

ofifer of a high rate of interest on public bonds, it is equally

true, provided the exigency in question, as, for example, a war,

has disturbed those relations, that the commercial adjustment

which must follow will be assisted rather than hindered by

what we have termed the " second step in loan financiering."

(3) Loans Placed at Abnormally High Rates.—The third

step in loan financiering is taken when the government seeks

to fill its loan by the ofifer of an abnormally high rate of in-

terest, and it is a step commonly followed by most unfortu-

nate results. The permanent interests of the treasury and the

social interest of the community are alike opposed to the po-
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Key of borrowing money under conditions which necessitate

the payment of abnormally high rates. A moment's con-
sideration will show why this is the case.

So far as the interest of the treasury is concerned the ap-
pearance of the government on the money market as a strong
competitor for capital will tend to dry up the sources from
which money may be secured through taxes. There is always
at any given time a class of industries that stand upon the mar-
gin of profitable returns, but should the established rate of

profit be raised by the offer of a high rate on government
loans many of these weaker industries would endeavour to

release their capital from industrial investment to place it at

the disposal of the nation—a procedure which curtails the

fund from which taxes are paid, while at the same time it in-

creases the annual charge imposed upon the proceeds of taxes.

Nothing could be more pernicious, and only imperative neces-

sity could warrant the offer of excessive rates even as a tem-
porary expedient.

The social interest opposed to this policy is equally clear.

Nothing can be more unfortunate for a community than an
arbitrary and therefore a temporary change in the general

scale of prices. Calculations become difficult and all business

takes upon itself a more or less speculative character. The
best illustration of such a change is the sudden rise of prices

due to monetary inflation. But a similar result would follow a

rise of prices due to the non-commercial rise in the accepted

scale of profits such as would follow the offer by a govern-

ment of abnormally high rates upon its loans. The govern-

ment would doubtless get the money, partly, as we have

said, from the release of capital from industries which have

become relatively unprofitable, and partly by the unusual

profits of those who sell goods produced at the old

cost at an advanced price. In the competition that follows

an arbitrary rise in the scale of prices the gain will always

lie with those who possess goods that respond quickly to

industrial changes, while the loss will be sustained by those

who seek to sell goods that are commercially sluggish. There

are many applications of this generalization, all of which show

that the industrial readjustment which follows the placement

of a public loan at unusually high rates of interest must work

unfairly as between citizens. A single illustration will suffice.
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The goods which the labourer consumes respond almost im-

mediately to any change in commercial conditions, while the

commodity which he sells is of all commodities the most
sluggish in its movements. This being the case, it is evident

that during the period in which wages are rising as the re-

sult of the increased cost of living the employer is in receipt

of an unusual profit. The funds thus concentrated in his

hands may perhaps go to the purchase of public bonds, but

it is certainly a result that no government can contemplate

with satisfaction, that the burden of its loan is borne by one
class of its citizens while the advantage is enjoyed by another.

The placing of a loan under the conditions assumed tends to

the unequal distribution of wealth, it intensifies class relations,

and from every point of view must be regarded with disfavour.

A wise government will foresee these pernicious results of an
extensive application of the loan policy, and provide in time

against the necessity of appealing for funds by the offer of

excessive rates of interest.

Our general conclusion, then, is as follows : Loans at nor-

mal rates of interest are followed by no very important indus-

trial results ; loans at a rate slightly in advance of the normal
rate will disturb somewhat the placement of capital, but, pro-

vided the occasion of the loan is such as to cause a readjust-

ment of commercial relations, the action of the government
may be regarded as positively advantageous ; but to carry the

rise in the rate of interest so far as to become itself a cause

for commercial disturbance would be followed by results for

which no conservative government would care to be respon-

sible. No part of financial administration calls for a keener

business sense than the placement of government loans.

79. When may Public Credit be Employed?—This ques-

tion, which is naturally introduced by the foregoing analysis,

will lead to a yet clearer appreciation of the nature of public

credit. As already remarked, credit gives rise to anticipatory

revenue. The placement of a loan must sooner or later be

followed by the levy of a tax. We need not argue this point,

for no writer or statesman since the seventeenth and

eighteenth centuries has claimed that a public debt is a

public blessing. Nor is a public debt a public evil. Public

credit, considered by itself, has no moral or social quality

whatever. It is one of several means of procuring public
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funds. Unless the government is in need of money neither
a loan nor a tax can be justified ; but, assuming that one or
the other of these means of securing money must be em-
ployed, a great deal depends upon the choice of means made
by the financier.

Coming at once to the answer of the question asked, for

we are not at liberty to enter upon an extended analysis, it

may be said that there are three objects for which a govern-
ment may properly borrow money. These are as follows:

To cover a casual deficit.

To provide funds for an emergency.
To provide funds for industrial investment.

(i) Loans may he Used to Cover Casual Deficits.—In a pre-
vious chapter the question of a deficit in specific appropria-
tions was brought to the attention of the student, and it was
concluded that an efficient fiscal system will provide some
means by which an inadequate appropriation may be made
good in order that the projects approved by the legislature

need not be embarrassed in their execution. The question

that now claims consideration pertains to deficiency in general

income rather than to deficiency in a specific appropriation.

In discussing this question it will be assumed that there is

ample revenue legislation, but that for some reason the in-

come of a particular year has fallen short of the accustomed
income. It may also be assumed that the loan under con-

sideration is an act of the legislature and not of the govern-

ment, since in this manner we avoid the intrusion of any
parliamentary or constitutional questions that might be raised.

Under such circumstances the claim here urged is that a

sound system of finance will make orderly provision for cover-

ing a possible casual deficit by a temporary loan.

The reasons which favour such a conclusion are three : In

the first place, there being an orderly and well-recognised pro-

vision against a deficit, its appearance cannot operate to the

injury of public credit or public administration. The " psy-

chology of the crowd " is not very well understood, but one of

its minor laws is that in matters pertaining to public policy the

opinion of the public is less sensitive to an event, no matter

how threatening it may be, than to an apparent lack of prepa-

ration on the part of the government to make headway against

it. It is not enough that a people have resources ; the govern-
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ment must have the means of avaiHng itself of those resources

without hesitation and without exciting comment.
In the second place, the only provision against a casual

deficit is found in such an underestimation of income or over-

estimation of expenditures as to guarantee a constant surplus.

It is therefore necessary to inquire which is preferable in

public financiering: close estimates with possible deficits and
temporary loans to cover them, or loose estimates with broad

margins for contingencies and a probable surplus. The ques-

tion being presented in this manner, we answer without hesi-

tation that a wise fiscal policy will approve deficit rather than

surplus financiering. This is true because a constant excess

of income over approved expenditures will exercise a bad
moral influence on the legislature and induce it to approve

expenditures without scrutiny which under other conditions

would be disallowed. It is a wise rule that no new expendi-

ture should be voted until after the legislature has considered

the ways and means by which it is to be met. Legislation

in the presence of an overflowing treasury is sure to be foolish

legislation. This point, like the former one, seems so clear

as to require neither illustration nor comment.
The third reason in support of a policy of temporary loans

can only be approached indirectly. It will be noticed that the

loans here contended for are temporary loans, and it is evident

that this must be the case, since otherwise a policy of deficit

financiering would lead to a constantly increasing public debt.

There is no warrant in the above argument for permitting

the average income for a series of years to stand below the

average of expenditures for the same period. It may be that

the casual deficit which was the occasion of the loan is due

to a reduction of imports, in which case it may confidently

be expected that revenue will recover when business revives,

and it is no slight advantage of the loan policy that the deficit

of a poor year may be thus thrown over onto the surplus of a

good year. The necessity of a change in the revenue laws,

than which there can be nothing more pernicious, may be thus

avoided. The great service of a policy of temporary loans,

therefore, is found in the fact that it relieves a legislature from

the necessity of too frequent changes in the rates of taxation.

One word further may be added respecting this policy.

Like all forms of credit financiering, it will succeed or fail
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according to the provision made for it in the orderly revenue

system. The need of an elastic revenue has already been prcr

sented ; it may now be observed that the easy administration

of a policy of temporary loans demands a mobile revenue as

well. Were it possible that the surplus and the deficit of a

series of years could balance the issue of loans to cover de-

ficits need be the occasion of no thought on the part of the

financier ; but such a balance cannot be expected, and on this

account the financier must attain this balance through the

adjustment of income. To do this in such a manner as not to

disturlj the general revenue system it would seem wise that a

few specific taxes be placed at the disposal of the financier,

t!he rate upon which might be raised or lowered annually ac-

cording to the demands of temporary loans. Suppose, for

example, that a tax on the import of tea be assigned

to this service, or such portion of it as may be necessary,

to move the income of the government up or down according

to the exigencies of the temporary debt, the revenue system

as a whole would be unaffected by a surplus or a deficit, the

government would have no excuse for an increase in its per-

manent debt, and no industry within the country would in any

way be affected by the modification of the tax.

We therefore conclude for the three reasons named that

temporary loans are a legitimate part of an orderly fiscal sys-

tem, but in the establishment of this policy the legislature

must make ample provision for its successful administration

by assigning to its service a mobile revenue.

(2) Loans may he Used to Meet a Fiscal Emergency.—By an

emergency is meant any calamity, or threatened calamity,

which gives rise to an immediate demand for public funds.

A war or threatened invasion may be regarded as such^ an

emergency. Under such circumstances a government is jus-

tified in borrowing money and for two reasons

:

First, the demand for money being due to an emergency,

the government cannot wait to secure it by the levy of new

taxes. Experience shows that considerable time is required

to bring a new tax into working order. In 1812, for example,

a direct tax was levied to provide for the war that Congress

had seen fit to enter upon, but the tax did not become produc-

tive until two years after it was levied, and the largest amount

of revenue accruing from it came to the government in 1816.
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after the emergency had passed away. Nor can an emergency
demand be met by raising the rate of existing taxes ; for, in

the first place, it is not sure that such a measure would, under

the commercial conditions of a threatened war, result in an
increase of the revenue, and, in the second place, arbitrary and
unadvertised changes in a revenue system do not lie within

the contemplation of reputable states.

Second, the only other means of providing against an

emergency so as to avoid the necessity of borrowing lies in

the accumulation of a surplus which can be used when the

emergency arises. This is regarded as sound financiering

when followed by private corporations, although it must be

said that even in this case the larger the enterprises con-

sidered the more difficult will it be to make use of an accu-

mulated surplus. If this surplus be invested in profit-bearing

obligations it is apt to fail of its purpose when most needed,

because such obligations could not be easily sold on a strin-

gent market ; an uninvested surplus, on the other hand, would
be a very expensive sort of commercial insurance. As ap-

plied to the government, however, the policy of storing up
money or values as against a future contingency is without

reason. If it consist of specie, not only will its accu-

mulation act as a contraction of that portion of the cir-

culation which is the basis of all credit relations, but its

expenditure, which from the nature of the case must be
almost instantaneous, will act upon the circulating medium
like the discovery of an unusually productive mine. Nothing
could be worse than this slow contraction of the world's specie

to be followed by sudden inflation. To say nothing of the

commercial disasters that would follow such a policy, a

government itself would be greatly embarrassed by the in-

fluence which such a policy would exert upon the price of

those things which it might be called upon to purchase.

If, on the other hand, this reserve be made up of interest-

bearing obligations the policy presents itself in no more
favourable light. The difficulty comes when the govern-

ment seeks to make use of its fund of invested capital.

No government would care to use such obligations as

collateral security, for it would be simpler and equally cheap

to borrow the money outright; nor could the govern-

ment sell its securities to advantage, since, the occasion
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of the sale being a public emergency and the amount
thrown upon the market large, their price would in-

evitably fall. Only in the case of barliarous states operat-

ing in the midst of civilized states of higher credit can
any reason be urged for the accumulation of a war fund, and
then only when such states possess sufificient sagacity to

purchase the highest priced bonds that the world offers. It is

theoretically possible for a government without credit dealing

in the values of a government of unblemished credit to realize

more by the sale of foreign obligations than by the issue of its

own obligations, but a people possessing such sagacity would
be likely to enjoy a high credit of its own, in which case the

argument would not apply.

The unreasonableness of this policy is further seen when it

is noticed that the transaction contemplated i's merely a trans-

action in credits. The sale of an accumulated investment is

equivalent to the placement of a debt, and the accumulation

of an investment preparatory to sale is equivalent to the payr

ment of a debt. It cannot be argued that by means of pre-

vious accumulation a government is enabled to secure more
money than would otherwise be the case, or to increase its re-

ceipts more quickly or more easily than by the simpler process

of borrowing money ; for the fund of free capital is at any time

a limited quantity, and any portion of it absorbed by the sale

of existing obligations cannot be absorbed by the sale of newly

created obligations. Why, then, should a government impose

taxes in time of peace in order to accumulate a fund against

an emergency if, when the emergency comes, the fund renders

no service that cannot be as well, if not better, rendered by

the sale of new obligations ? The most efficient provision

against a fiscal emergency consists in a flourishing condition

of industry, and a government which deserves the confidence

of its subjects will be able to obtain immediately and for the

asking all the money it may need. The danger which lies in

credit financiering is, not that a government cannot by means

of it obtain funds to make headway against an emergency,

but rather that the ease with which funds can be obtained will

induce a government to declare an emergency where none

exists. Our conclusion, then, is that a fiscal emergency as well

as a temporary fiscal embarrassment warrants the employment

of public credit.
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(3) Loans may be Used to Procure Funds for Public Invest-

ment.—The third occasion for the employment of pubHc credit

arises when an extensive scheme of public investment has been

voted by the legislature, a statement for the support of which

two reasons may be presented

:

In the first place, this is the only economical method of

going to work. Were it possible to proceed slowly with the

work the necessity of collecting a sufficient amount of capital

at the beginning to carry the enterprise to completion might

not be imperative ; but it is not possible to proceed slowly

with such enterprises as are now under consideration, as, for

example, railways, levees, dredging of rivers, and the like,

for not only are such enterprises unable to bear an inter-

rupted construction without damage to the work already done,

but the part that is finished represents an idle investment until

by completion the whole may be put in operation. Improve-

ments of this character should be carried through from start

to finish rapidly and without interruption. It is thus evident

that small annual appropriations are condemned by both the

engineer and the financier.

Such being the case, the only means of obviating a debt

would be to levy a tax adequate to the demands of the en-

gineer, but such a policy would disregard that principle of

finance which asserts that a sound taxing system must be

stable. Changes in rates, and the shifting of commercial con-

ditions which such changes entail, are frequently a more
serious burden to industry than the payment of a tax.

This burden may be obviated by the placement of public

bonds, for the payment of the bonds (so far as it comes from

taxes), being spread over a series of years, will be the occasion

of no disturbance or serious change in the form or rate of

taxation. There is, then, economy in the loan policy, whether

regarded from the point of view of the enterprise undertaken

or of the relation which the enterprise holds to taxes.

The second reason for the employment of credit in collect-

ing capital for public industries is limited in its application

to investments that are industrial in character. An industrial

investment, as the phrase is here used, is peculiar in that the

service which it renders may be particularized and a payment
for it demanded from the individuals who enjoy the service.

A railway owned and operated by the State is an illustration
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of such an investment. In the case of such an enterprise it is

generally conceded that the capital required should be sup-

ported by the charges for service rendered, a result which
could not easily and naturally be accomplished were the

government to procure the funds without the creation of a

special class of obligations. It thus appears that the policy

according to which the contemplated work shall be adminis-

tered is involved in the means in which it is set on foot ; and
to render more easy a commercial management it seems wise

to adopt commercial methods at the outset. This means that

the funds for an industrial investment should be collected by
the sale of bonds resting in the first instance on the enterprise

in question, but rendered salable at a high price by the fact

that the general revenues of the State are mortgaged for their

payment.

The three occasions which have been presented are believed

to be the only ones which justify the use of public credit.

They are: the rise of a casual deficit, the appearance of a

serious emergency, and the voting of extensive public works.

The nature of public credit is clearly exposed by the use

which may be justly made of it. The great service which it

renders is to give steadiness to the fiscal system, which, after

all, is the chief mark of successful financiering. Public credit

as a source of revenue cannot be regarded as a casual expe-

dient. It is an integral part of a .well-ordered fiscal system

the recognition of which would save many peoples from the

abuses now practised in the employment of their credit.



CHAPTER II.

EMPLOYMENT OF PUBLIC CREDIT.

Emergency Financiering.

Investment Loans.

It is the purpose of the present chapter to consider some
of those fundamental questions that arise in the employment
of public credit. So far as temporary loans are concerned
nothing need be added to what has been already suggested

in the foregoing chapter. Provided eificient rules have been
framed for estimating income and expenditure, and provided

the revenue system possess adequate mobility, the financier

can answer all questions that arise in connection with a policy

of temporary loan financiering by the application of simple

business principles. But this is not true of emergency or of

investment financiering, and for that reason the employment
of public credit to meet an emergency or to provide funds

for investment calls for special consideration.

79. Emergency Financiering.—^There are many sorts of

emergencies to which the finances of a nation are exposed,

a complete presentation of which would require their defini-

tion and classification, to be followed by a consideration of the

pecuHar fiscal necessities of each. This, however, we shall

not undertake, but, selecting the most serious of all emer-

gencies that can occur in the life of a nation, we shall content

ourselves with a discussion of the appropriate management
of a pubHc treasury in time of war. In a sense the en-

tire subject will be presented by this method of procedure,

for the rules and principles arrived at in studying the necessi-

ties of war financiering may be applied, though in a modified

form, to all classes of fiscal emergencies.

534
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It will be of some advantage to grasp at the outset the

magnitude of the operations that may be forced upon the

public treasury by the advent of an expensive war. In the

War of the Rebellion, for example, it was necessary for the

government within the space of four years to increase its

revenue from 65.2 millions of dollars to 960.6 millions of

dollars. To express the problem in another way, the expen-
diture .of the government in 1861 was about two per cent of

the gross product of the nation ; in 1865 it was in excess of

twenty-six per cent of the gross product. This is indeed an
emergency, and to administer a public treasury under such
circumstances so as not to involve the nation in ruin demands
a clear policy firmly followed from the beginning to the end
of the period of financial distress. Reasons have already been
submitted why reliance cannot be placed upon taxes as the

exclusive means of procuring funds in time of fiscal emer-
gency; and were one inclined to question the adequacy of

these reasons it would seem that a statement of the

magnitude of possible demands ought to be final against

the policy which aims to support a war by taxes alone

should a financier have the temerity to undertake it. Use
must be made of credit, but the financier ought to use it

in such a manner as not to destroy it Under no con-

ditions is the maxim laid down in the Introductory

Chapter of this treatise more important than in connection

with war financiering. That maxim, it will be remembered,

is that a sound fiscal system will not tend to dry up the source

of revenue upon which it relies.

If new taxes cannot be used as the basis of war financier-

ing to the exclusion of credit it is equally true that credit

cannot be so used to the exclusion of new taxes. Both reason

and experience may be brought to the support of this asser-

tion. Credit cannot sustain itself. It must be based on

revenue, and as the ordinary expenditures of the nation are not

materially decreased on account of a war, the income from

taxes must at least be increased to cover the interest which

accrues on the loans contracted. To do less than this would

be to base credit on credit, a procedure which would

inevitably lead to financial disaster. It does not, then, seem

necessary to consider at length this phase of credit financier-

ing. It is not approved by business practice, and has never.
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so far as the writer is aware, been formally put forth as a

theory for the financial management of a war.

Admitting, then, that interest payments at least, must be

drawn from new taxes and not taken from the proceeds of new
loans, we come next to inquire if all war expenditures, exclusive

of interest payments, should be made through loans ? In this

form the question is worth serious discussion, for the policy

thus brought to notice has been a favourite one with financiers.

There is, of course, no reason, so far as the mathematical theory

of a fiscal policy is concerned, why such a programme might

not succeed ; but when it is observed that a great war modi-

fies the established demand, changes the current of industry,

and diverts the course of employment, in short, substitutes a

condition of war for a condition of peace, it must be acknowl-

edged that other elements besides those embraced within a

mathematical expression ought to be recognised. In

ordinary times when there is no question respecting the

stability of the State and no fear of radical measures

of any sort it may be adequate for the support of a

credit policy that provision is made for interest charges ; but

in times of excitement and rapid change, no matter what the

occasion may be, it is essential for the support of credit that

the government show manifest strength. It must resort to

taxes with sufficient vigour to prove that in a degree at least

it is independent of the money-lender. A financial policy

which proposes to rely on credit to the exclusion of taxes

shows weakness at the outset and will tend to depress the

credit it is designed to use; a financial policy, on the other

hand, which proposes to rely on taxes, but to supplement

them so far as they may be inadequate by the issue of loans,

is an evidence of fiscal vigour and will tend to strengthen

credit even before the newly levied taxes have become pro-

ductive.

It is not necessary to enter upon an extended analysis for

the support of such a conclusion, for there are many illus-

trations in the history of war financiering of the inadequacy

of loans when not based on the expectation of clear revenue.

The policy of carrying on a war by means of credit was adopted

in the United States in 1812 and again in 1861, and in both

cases proved to be weak and inefficient. In support of this

statement the financial management of the war of 1861 may be
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very briefly presented.* The report in which Secretary Chase
presented his plan to Congress was rendered in July, 1861.

After calling attention to the large sums required by " the

existing emergency," and asserting that deficiencies in the

revenue must be supplied from loans, he states that " the

problem to be solved is that of apportioning loans and taxes

in a proper manner." This is certainly a correct statement
of the problem. The view entertained by the Secretary as to

the proper apportionment of loans to taxes is suggested by
the following quotation from his report:

" It will hardly be disputed that in every sound system of

finance adequate provision by taxation for the prompt dis-

charge of all ordinary demands, for the punctual payment of

the interest on loans, and for the creation of a gradually in-

creasing fund for the redemption of the principal is indis-

pensable. Public credit can only be supported by public faith,

and public faith can only be maintained by an economical,

energetic, and prudent administration of public aflfairs, and
by the prompt and punctual fulfilment of every public obliga-

tion."

This financial policy may be more clearly apprehended if

we notice the estimates presented by the Secretary. He pro-

posed to raise $80,000,000 by taxes as against $240,000,000

by loans. Of this amount of clear revenue $65,800,000 were
required to meet the ordinary expenditures of the peace estab-

lishment. It was believed that existing laws would provide

about $60,000,000, from which it followed that new taxes to

the amount of $20,000,000 were required. Of this sum
$9,000,000 were to be devoted to payment of interest upon
the new debt, and $5,000,000 to the establishment of a sink-

ing-fund for its final expungement. Such was the financial

plan upon which this great war was begun.

In the December report, 1861, the Secretary declared re-

newed confidence in the financial plan which he had previously

presented. It was found, however, that receipts from customs

and from the sale of public lands had fallen ofi, and there

seemed, therefore, just ground for apprehension lest existing

* I shall avail myself of the account of the financial management of

this war to be found in my " Public Debts," pp. 126 to 133 inclusive.

In the same treatise will be found an account of the financial manage-

ment during the War of 1813, pp. ill to 125 inclusive.
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taxes should fail to support the peace establishment and the

loans which the government chose to place. This fear of a

deficit from ordinary sources of revenue impressed itself upon
the mind of the Secretary, and, in consequence, he proposed

additional duties on tea, coffee, and sugar, a modification of

the income tax so as to render it more productive, and a tax

on whiskeys, tobaccoes, banknotes, instruments of conveyance,

and the like; in short, he proposed the establishment of a

system of internal duties. Now all this has the appearance

of an abandonment of the loan policy, and the adoption of the

policy of carrying through the war by taxes, but this is true

in appearance only. The total sum of clear revenue hoped
for from all these sources of income was but $90,000,000, and
this, as the Secretary said, was not more than enough to meet
" even economized disbursements.'and pay the interest on the

public debt, and provide a sinking-fund for the gradual reduc-

tion of its principal." " It will be seen at a glance," says the

report in another place, " that the amount to be derived from

taxes forms but a small portion of the sums required for the

expenses of the war. For the rest reliance must be placed on
loans."

It was in the latter part of the year 1863 and during the

first part of 1864 that the inadequacy of the loan policy as a

basis of war financiering forced itself upon the minds of those

who managed public aflairs. " To check the increase of

debt," says the Secretary, " must be, in our circumstances, a

prominent object of patriotic solicitude." And again:
" Hitherto the expenses of the war have been defrayed by
loans to an extent which nothing but the expectation of its

speedy termination could fully warrant." The report then re-

stated the financial policy as adopted in 1861 and continued

:

" The financial administration of the first fiscal year after the

outbreak of the Rebellion was conducted upon these ideas.

The Acts of Congress at the ex;tra session of July, 1861, were

framed with the intention of supplying the full amount of

revenue demanded by them. But receipts disappointed ex-

pectation, and it soon became obvious that a much larger

proportion of the means needed for the fiscal year 1862 than

the principle adopted would allow must be derived from

loans."

But the most interesting expression in this document per-
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tains to the estimates for probable future demands :
" These

statements," says the Secretary, referring to the estimates,
" illustrate the great importance of providing beyond all con-

tingency for ordinary expenditures and interest on debt, and

for the largest possible amount of extraordinary expenditures,

by taxation. In proportion to the amount raised above the

necessary sums for ordinary demands will be the diminution

of debt, the diminution of interest, and the. improvement of

credit. It is hardly too much—perhaps hardly enough—to

say that every dollar raised for extraordinary expenditures or

reduction of debt is worth two in the increased value of na-

tional securities and increased facilities for the negotiation of

indispensable loans."

Could this truth have been recognised at the beginning

of the war, and could it at that time have influenced the

treasury policy, subsequent financial history would have been

materially modified.

It is somewhat difficult to exhibit accurately the rapid

fall of public credit from 1861 to 1866, but I have undertaken

in the following statement to approximate such an exhibit

by showing the specie price of all the obligations issued dur-

ing the war. The computation has been made by estimating

the value of the total receipts from credit for each quarter at

the average price of gold during that quarter. The only

source of error in this method arises from the fact that the

average price of gold for any three months may not be the

actual price at which the proceeds of bonds were covered into

the treasury, but any closer computation requires more com-

plete data than the authorities at Washington have yet given.

It is, however, believed that the conclusions may be relied

upon as substantially correct.

It seems superfluous to comment on such figures as these.

A treasury administration that permits the credit of a wealthy

people to decline so that its obligations fall fifty per cent and

remain there for a year can hardly be called successful. Yet

the results here displayed, as also the forced circulation of

treasury notes, follow naturally from the attempt to carry

through a war by loans.

What, then, it may be asked, is the correct plan for the

administration of a public treasury during the continuance

of a war ? To answer this question in detail would require



54° EMPLOYMENT OF PUBLIC CREDIT.

the repetition of many principles that have already received

consideration, but it may 'be asserted as a general statement

that a sound policy of war financiering is only possible on the

basis of a sound revenue system throughout, and it is espe-

TABLE SHOWING TREASURY RECEIPTS FROM PUBLIC OBLIGATIONS
OF ALL SORTS FOR EACH QUARTER DURING THE WAR AND
THE GOLD VALUE OF SUCH RECEIPTS ESTIMATED ON THE
AVERAGE PRICE OF GOLD FOR'EACH QUARTER.

Summary.

For the quarters ending
March 31, 1862

June 30, "
Sept. 30, "
Dec. 31, "
March 31, 1863
June 30, "
Sept. 30, "
Dec. 31, "
March 31, 1864
June 30, "
Sept. 30, "
Dec. 31, "
March 31, 1865

June 30, "
Sept. 30, "

For the years ending
Dec. 31, 1862
" 31,1863
" 31, 1864

Sept. 30, 1865
For the forty-five months

of the war

Gross Receipts
from Debt Created,

$6,094,720,267
20,904,920,381

6,893,442,036
13,163,147,940
17.856,975,925
21,646,006,749

11,826,749,175

15,045,084,385
19,192,210,442

23.537,179.192
14.773,582,242

17,990.867,429
17.531,337,672
36,190,562,574
13,876,572,722

47,056,230,624
66,374,816,234

75,493,839,30s
67,598,472,968

256,523,359,131

Gold Value of
Gross Receipts.

55,952,
20,023,

5,964.

10,125,

11,519:

14,582,

8,980,

10,086,

12,022,

12,258

6,129,

8,036,

8,809,

25,340:

9,703.

713.284
076,359
895,394
093,395
535.169

914.747
050,648
224,572
000,620
162,923

559,272
520,480
497,180
631,914
887,304

42,065,778,432
45,168,725,136
38,446,243,295
43,854,016,398

169,534,763,261

Percentage
Realized.

97.67

95.78
86.54

76.92
64.51

67.37

75-93
67.40
62.64
52.08

41.49

44.67
50.25
70.02

69.93

89-39
68.05

50.93
64.87

66.09

cially important that the taxing system should be so organized

as to be capable of rapid and easy expansion in case of an

emergency. It may not be necessary to increase the revenue

from taxes in any greait degree, but some movement in this

direction must be manifest in order to impress upon the money-
lender the fact that the revenue machinery of the government
is under perfect control. Provided the importance of prepa-

ration in time of peace for the advent of war is duly appre-

ciated, the task of making such provision is by no means
difficult. It is only necessary that the basis of the established
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system be so broad, and the rates at which it operates so low,

that increased revenue will result from increased rates, and
that, provided the exigency continues, new taxes of the old

sort may be brought into operation. Applying this to the

situation in the United States, it may be said that elasticity of

revenue cannot be expected from customs duties, but that

excise duties may be made elastic, provided they are not levied

at the maximum revenue rates during years of peace. More-
over, an internal-revenue system, even though it be narrow
during years of peace, as is the case with the internal-revenue

system at the present time, can be so easily expanded through
the machinery already in existence that a law authorizing such

expansion would act upon credit as though the new revenue

were already in hand. The Federal Government is not in a

very bad condition as matters now stand, and if to the sources

of revenue which it already enjoys there is added the taxation

of internal commerce, and if the rates imposed are adjusted

throughout with due regard to elasticity and control, no ex-

cuse could be found for a financier who should fail to carry

the country successfully through the exigencies of an expen-

sive war.

It is not possible to state definitely the proportion of loans

to taxes acceptable to a sound system of war financiering, for

the elements that enter into the situation will be different,

or at least present themselves in different ratios, in every

special case. We may, however, venture one step in the di-

rection of formulating a rule for the financial management
of a war. At the beginning of hostilities revenue from loans

may properly outbalance revenue from taxes, a ratio, how-
ever, which must be gradually reversed until the chief burden

of a long-continued conflict shall rest upon the proceeds of

taxes. This will find support in the fact that the necessity

for loans is greater at the outset than when the newly levied

taxes have been brought into a productive state of activity.

But a more convincing reason in favour of the rule is sug-

gested by the industrial effect of a long-continued war. The
greatest strain to which the industries of a country are sub-

jected by the advent of a war arises from the necessary ad-

justment of labour to new lines of demand. This does not

seem to be duly appreciated by writers on finance. They do

not perceive that the chief strain upon a treasury policy comes
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at the beginning of a war. A condition of war is not a con-

dition of peace from any point of view, and the industrial

transition from the one to the other is always attended with

danger and may prove the occasion of disaster. But if the finan-

cier can bridge over this chasm and establish business firmly

on a basis of war conditions he can extend his taxing system

with as much confidence as if the people were living in a

state of peace. It is during this period of industrial re-

adjustment that public credit renders its most significant ser-

vice to the administration. At no future time during the

continuance of a war can such strong reasons be urged in

favour of its employment.

It seems, then, that an adequate policy for the management
of war finances is a tax policy assisted by credits rather than

a credit policy assisted by taxes. It contemplates an increase

in the revenue from taxation which shall be gradual and con-

stant until the war demand is met from the proceeds of estab-

lished taxes. The service of loans is to enable the financier

to bridge over the time between the outbreak of hostilities

and the productivity of newly levied taxes.

80. Inveatment Loans.—The character of a loan, as also

the rules pertinent to its management, depends in large

measure upon the purpose for which the loan is contracted

and upon the kind of revenue of which it is an anticipation.

This being the case, it is evident that the principles which
underlie the act of borrowing to cover a temporary deficit

or to make headway against an emergency demand will not

apply, at least without modification, when the government
borrows for the purpose of making an industrial investment.

The conditions are different; the purpose is diflferent; the

marks of successful administration are different. A complete

analysis of this important subject would carry us beyond the

proper limits of an elementary treatise, but we may venture

a few considerations by which such an analysis should be

directed.

In the first place, it is necessary to distinguish between

an investment designed for an unpaid or an underpaid service

and an investment designed for commercial administration.

The purchase of grounds for a public park, the construction

of canals or the dredging of streams, the material equipment
for public schools, and other like services, may be accepted
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as illustrations of non-commercial or general public invest-

ments ; the building and equipment of a railway, the creation

of a system of forestry, the opening of public mines, or the

construction of any of the so-called municipal industries for

which there is a specific payment for a specific service, are

illustrations of commercial investments. This distinction is

a fundamental one in determining the character of investment

loans, for it shows that non-commercial loans are in antici-

pation of revenue from taxes, while commercial loans are in

anticipation of revenue that accrues from the rendering of a

service. The former are a special class under a general cate-

gory, the latter form a class by themselves.

The defence of a non-commercial investment loan is found

in the engineering necessity of carrying a work once under-

taken to its completion rapidly and without interruption. Al-

though the work itself rests on taxes, it should be provided

for by a permanent appropriation adequate to the payment
of the entire cost within a definite period. The length of time

during which this payment should continue, that is to say,

the duration of the debt, will of course depend upon the

character of the work. If it be of a transitory sort, or sub-

ject to the deterioration of use or of fashion, the payments

must be large and the duration of the payments short ; indeed,

a work that is to last for a few years only should very rarely

be undertaken except with cash in hand, for nothing indicates

more surely an abuse of investment loans than the continuance

of a debt after the decay of that for which the debt was

created. If, on the other hand, the work contemplated be

one that is likely to remain in use for a long time it is legiti-

mate that the annual payments should be relatively small and

the duration of the debt more extended. It will be safe, how-

ever, to lay it down as a rule that an investment loan should

never take upon itself the form of a " perpetual debt." It

is not necessary to follow further the characterization of non-

commercial investment loans. All that is important for our

present purpose is to recognise that they form a special class

of obligations.

It is a little more difficult to state clearly the character

of public credit when employed to secure funds for a com-

mercial investment. This is in part due to the many forms

in which public investments of this sort present themselves;
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it is in part due to the fact that such an employment of public

credit involves all those considerations which separate a

special from a general governmental service ; but it is more
fully explained when one observes that the fundamental dis-

tinctions between a public and a private industry work their

way back to the process of borrowing, which is the first step

toward the establishment of any important public work.

These considerations and distinctions have already received

attention, and the student is at liberty to remind him-

self of them and to apply them as general principles to

the question in hand. What we are about to suggest is par-

ticular rather than general in character.

From the point of view of the borrower it is not neces-

sary to distinguish between a commercial and a non-commer-
cial loan. The credit upon which he relies is the same in

either case. He does not feel called upon to investigate the

probable success of the enterprise to be undertaken, since for

him it is sufficient to know that the State is jealous of its

credit, and that the resources of the government are ample to

meet all obligations. It is not surprising, therefore, that the

lender does not insist upon a classification of public obliga-

tions according to the purpose for which they are incurred.

From the point of view of the government, however, it

is believed that such a classification is important. A non-

commercial loan dififers from a commercial loan in that the

former rests on taxes, while the latter rests on earnings. The
one appeals to the conditions of general prosperity, the other

to the prosperity of a particular industry. Not a little harm
has been done by the failure of governments to maintain this

distinction between commercial and non-commercial loans, for

it has encouraged legislators to neglect that careful investiga-

tion into the probable success of the enterprise to be estab-

lished by the proceeds of the loan. It is not claimed that a

government should always refrain from an investment that

fails to promise commercial success, but that, if it choose to

make such an investment, it should deceive neither itself nor

the public by proceeding as though the obligations sold were

commercial obligations. Good judgment of course cannot be

guaranteed, but it would be of assistance in arriving at a con-

servative forecast of the future should there be an absolute

separation in accounts and in rules of administration between
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commercial and non-commercial loans. Every enterprise

should have its own account and its own administration;

in no other way can responsibility for financial embarrass-

ment be traced or the benefits from financial success be as-

signed.

A second reason for the separation of commercial from
non-commercial loans springs from the accepted theory of

governmental functions. The services rendered by a govern-
ment are either special or general in their character. Price

is the means by which a government covers the cost of the

former, while a tax is the means by which it covers the cost

of the latter. It will of course be admitted that interest pay-
ments upon money borrowed for the establishment of a plant

is one element in the cost of a commercialservice, from which
it follows that the debt must be assigned for support to the

industry created. This cannot be done except the investment

be personalized and its accounts specialized. In so far, there-

fore, as it is desired to maintain the distinction between special

and general governmental services it is important to maintain

the distinction between commercial and non-commercial ob-

ligations. In the case of temporary or emergency loans there

is no need of remembering the purposes for which the money
was borrowed, for there is no administrative or legislative

decision that can in any way be afifected by such knowledge

;

but when a government enters upon the policy of investment

loans, especially commercial investment loans, it comes within

the influence of considerations that cannot be appreciated ex-

cept the accounts of the government conform to business

principles.

This view of the case receives "collateral support when
one observes that the employment of public credit for a com-
mercial purpose differs from the commercial employment of

private credit in that the former creates a debt while the latter

creates a property. It is the nature of a debt to be extin-

guished by the prosperity of the enterprise for which it was

created; it is the nature of commercial property, as, for ex-

ample, the stock of a corporation, to be increased either in

amount or in value by the prosperity of the enterprise which it

represents. It must, then, be held as sound policy when a

government issues a commercial loan to clear the investment

of its obligations as quickly as may be done by applying the
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earnings of the business to the payment of the debt. This is

true because an industry established through loans is not the

property of the public until it exists as an unincumbered in-

dustry, and until that time the general property of citizens

is liable for its support. Or, should one regard this as a dog-
matical statement, the same thought may be presented by
saying that the dangers incident to the employment of public

credit for industrial investments are so great when taken in

connection with the fact that the liability in case of failure

extends beyond the industry in question, that a wise credit

policy will insist that each industry clear up its own obliga-

tions before any of the ulterior advantages of the investment

can be judiciously considered. We may, then, conclude that

commercial credits form a class of obligations by themselves

and should be recognised as such by the financier.

It is not possible to press further the analysis of invest-

ment loans without passing from the point of view of the finan-

cier to that of the administrator. It is, for example, a financial

question which inquires whether public credit when employed
to further industrial development shall be loaned to private

corporations by guaranteeing the stocks and bonds, or

whether the government should assume the direction of all

enterprises of which it assumes the risk. But while this ques-

tion is one to which the financier must make reply, the con-

clusion is one which involves so many political, social, and
administrative interests that the analysis may properly be

dropped from a cursory treatment of the general subject.

This conclusion is typical of many other questions suggested

by the subject in hand, and for this reason we may bring to

a close at this point our consideration of investment finan-

ciering.



CHAPTER III.

THE ADMINISTRATION OF A PUBLIC DEBT.

The Issue of a Public Debt.
(r) To what Motive should the Financier Appeal?
(2) What should be the Terms of a Public Debt?

The Conversion of a Public Debt.

The Payment of a Public Debt.

(i) Why should a Public Debt be Paid?

(2) How should a Public Debt be Paid?

It is the purpose of the present chapter to consider briefly

those problems that present themselves to the financier in the

administration of a pubHc debt. These problems, w^hich are

more or less technical in character, pertain to the issue of a

debt, the conversion of a debt, and the payment of a debt, and
will be treated in the order of presentation.

81. The Issue of a Public Debt.—It may be assumed that

in issuing its obligations a government desires to realize the

largest amount of advantage for the least outlay of promise.

In judging of advantage and outlay, however, a provident

financier will hold in mind the fact that the State as a per-

sonality continues in perpetuity, and he will not on this ac-

count sacrifice the interests of the future to the exigencies of

the present. A long series of questions present themselves

to the financier who contemplates the issue of a loan which,

so far as touched upon in this chapter, pertain, first, to the

motives to which the financier should appeal, and second,

to the adjustment of the terms of the debt contract.

(i) To what Motive should the Financier Appeal ?—^There

are three motives to which the financier may appeal to induce

men to place their loanable capital at the disposal of the State.

These motives are generosity, fear, and personal interest, and

547
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the loans based upon them are called respectively patriotic

loans, forced loans, and commercial loans.

It is sufficient to say respecting patriotic loans that they

can form no permanent part of a credit policy, for patriotism

as a motive to conduct, while strong during the period of its

activity, is uncertain and unreliable. It does not lend itself

to calculations and must be employed, if at all, when popular

enthusiasm for a public cause is at its height. There are many
instances in which an appeal to sentiment has secured for a

government offers far in excess of the amount required,

as was the case with the French loan for the payment of the

war indemnity to Germany; or in which such an appeal has

succeeded in obtaining funds after the commercial motive

had apparently exhausted itself, as was the case with the

United States loan secured when Mr. Fessenden was Secre-

tary of the Treasury ; but the success of such appeals will not

deceive the financier. It is the occasion surrounding them
rather than the character of the motive upon which they rely

that explains their success. Moreover, patriotic loans are

dangerous to public credit, for should they fail the fact would
be accepted by the commercial investor as evidence that the

government no longer enjoys the confidence of the public.

We can, then, conclude that patriotic loans, while they may at

times render most efficient service, must always be subordi-

nated to the claims of commercial loans. It is their true func-

tion to create, to revive, or to support commercial confi-

dence.

Forced loans present themselves in the history of finance

in many forms, but we shall confine our attention to that form
familiar to modern financiering, that is to say, the issue of

legal-tender treasury notes. That the issue of such notes is

an act of borrowing becomes evident whether one considers

the process or the result. So far as the process is concerned
the government desiring goods or services buys what it needs

and offers in return a promise of future payment. Could these

promises be discounted like ordinary commercial paper so as

to enable the merchant or manufacturer who receives them to

obtain cash when necessary to meet his own obligations the

transaction would present no unusual features. But the

promises under consideration are not commercially negotiable.

They neither bear interest nor do they name a date at which
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they mature, and it is not likely that a merchant or manufac-
turer, knowing that he is to be paid in such a form of credit,

would care to secure the government as a customer. In order,

therefore, to relieve those who first receive these promises in

return for goods or services the government, availing itself of

its constitutional right to determine all questions relating to

currency, attaches to these notes the legal power of paying
private debts. This means that these notes are forcibly in-

jected into the circulating medium of the country. They
are received, not because men have confidence in them as a

form of credit, but because the government threatens to with-

draw its protection in matters of contract from all who refuse

to assist in floating its notes. The transaction under con-

sideration is a loan because by means of it the government
secures goods or services in return for a promise to pay; it

is a forced loan because no person who buys or sells within

the jurisdiction of the government can evade the necessity of

handling the notes.

The chief argument urged in support of legal-tender notes

besides the argument of necessity, which the Science of Fi-

nance regards as a confession of ignorance or of weakness,

is that by this means the government secures a fund of capital

without the payment of interest. This advantage, however,

is apparent rather than real, for it must be remembered that

notes do not need the legal-tender quality to insure their

acceptance except their issue is designed to make a redundant

currency. Legal-tender notes, therefore, will inevitably inflate

the circulating medium. It is of their nature to cause a rise in

the level of prices. Since, now, the only purpose of the issue

is to purchase goods or services, it is more than likely that

what the government saves in interest it loses in the price it

pays for goods. That this analysis of the argument is sound

may be proven by a study of any attempt which any govern-

ment has ever made to obtain money by a forced circulation

of treasury notes ; at least the author knows no illustration to

the contrary.

The chief argument against legal-tender notes is that their

issue involves the suspension of specie payments. This simple

statement ought to be ample for one who appreciates the evils

that follow upon a disordered currency. It may be possible

that an extreme exigency may warrant so drastic a fiscal
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measure, but the truth seems rather that no government with

an approved cause can ever find itself in an exigency so ex-

treme, except as the result of an erroneous fiscal pohcy or of

a long series of blunders in the administration of a policy ap-

proved by science and experience. To begin a period of

deficit financiering by an act which must inevitably destroy

the commercial machinery by which alone a sound financial

policy can be successfully carried through must certainly be

condemned.
Our general conclusion, then, is that patriotic loans are of

restricted use, and that forced loans should be reserved for

use, if used at all, as a last resort, from which it follows that

commercial loans, resting on the ordinary business motives

which underlie the processes of purchase and sale, should be

employed in the carrying through of a credit policy.

(2) What should he the Terms of a Public Debt f—Recog-
nising the private interest of the lender to be the chief, if not

the exclusive, motive to which appeal should be made in the

placement of a public debt, and acknowledging the price paid

to be the most apparent test of its success, we proceed next

to inquire respecting the terms of a debt contract, and in what
manner this contract may be adjusted so as to meet the wishes

of the lender without injuring the interests of the borrower.

It of course goes without saying that the obligations offered

for sale should admit of a certain degree of variety, for it is

not conceivable that all lenders will be equally attracted by the

same form of contract, but at the same time the financier must
not show such solicitude for the whims of lenders as to intro-

duce confusion into his accounts or to lose control of the

situation.

The terms of a debt contract are three in number: first,

the time for which it runs ; second, the principal or amount to

be paid ; and third, the rate of interest or annuity. Theoreti-'

cally any two of these may be determined by the govern-

ment and the bid of the lender be expressed in the third.

Within limits these terms are mutually convertible. Thus
if the time for which a bond runs is long, say forty or fifty

years, the rate of interest or annuity will be low; if, on the

other hand, the time be short, say from two to five years, the

rate will be relatively high. Either of these terms also may
be converted into the principal of the debt, although in this
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case a distinction must be made between the amount named
in the bond and the price paid for the bond. It is not pos-

sible to consider in detail the relative signiiicance of these

terms, and we shall content ourselves with three definite state-

ments respecting the form of a public debt.

(o) It is preferable for a government to promise, a definite

rate of interest upon a stated amount for a specific time than
to promise a definite annual payment. The former in com-
mon language is called a bond, the latter an annuity. The
reason for preferring a bond to an annuity is that a bond
secures to the government the liberty of reducing the rate of

interest if, through the subsequent rise of public credit or on
account of an increase in the amount of loanable capital, the

market rate for loans should fall below the nominal rate at

which the loan is issued. For example, suppose twenty thou-

sand dollars to be borrowed in the form of a bond at five per

cent interest, the yearly payment would be one thousand dol-

lars. Suppose the rate for loanable capital to fall to three per

cent, and that the government pay off the old debt with money
borrowed at the lower rate, it is clear that the government

saves four hundred dollars a year by the transaction, a saving

that could not have been made had the government con-

tracted to pay six hundred dollars a year in perpetuity.*

(6) The element of time in a public bond should be fixed

by the government in preference to the rate or the amount.

The reason for this is that under no other conditions can a

government control its obligations. This would not be worth

saying in addition to what has been already said if it did not

lead to a consideration of the time element in credit financier-

ing, in respect to which several important considerations sug-

gest themselves. In the first place, the period during which

the government guarantees its creditor against any modifi-

cation of the terms of the contract, which is the period be-

tween the issue and the maturity of the bond, must be suffi-

ciently extended to secure advantageous bids from those who
loan the money. It is not possible. to make a definite state-

ment upon this point further than to say that the more highly

* The student will observe that this statement pertains to the issue

of a debt in the form of a perpetual annuity and not to the payment of

a debt by means of a terminable annuity. Perpetuity in credit finan-

ciering means a promise that bears no date for maturity or payment.
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developed the system of commercial credits within the com-
munity the greater will be the importance placed by lenders

on the time for which an investment is guaranteed. Five

years in a country like England, France, or the United States

is little better than the mention of no date at all ; twenty years,

which a quarter of a century ago was ample, would now tend

to depress the price of bonds, because it offers too short an
investment ; while a forty or fifty year guarantee is practically

as good as perpetuity. The determination of the time for

which a bond should run calls for a keen appreciation

of commercial conditions and an exercise of good commer-
cial sense.

What has thus far been said respecting time pertains to

a great national debt contracted for general purposes, as, for

example, a debt contracted for the prosecution of a war. Such
a debt not only rests on taxes, but is of such magnitude as

to demand special taxation for its support. The purpose for

which it is issued also presents no considerations which bear

upon the time for which it should be drawn. With temporary
debts, on the other hand, or investment loans, whether com-
mercial or non-commercial, the case is quite dififerent. Tem-
porary loans designed to balance the casual deficits and sur-

pluses in the income of succeeding years will probably be
drawn as interest-bearing treasury notes, and may or may not

mention a date of maturity according to the whim of the

market, but in any case three years is ample time for such

notes to run. The time for which a non-commercial invest-

ment loan should run, let us say a loan for building a twenty-

foot channel from the Great Lakes to the sea, should be cal-

culated by the engineer and not by the financier, and the

theory upon which his calculation should proceed, is that

the enterprise ought to become a clear property to the

public before a new loan is needed for its reconstruction.

Investments of this sort constitute a separate branch of credit

financiering. The time for which a commercial investment

loan should run also must be determined by considerations

that pertain to the enterprise established through its proceeds.

Such a loan, while guaranteed by taxes, rests upon earnings,

and, holding in mind the fact that it is the purpose of the

government to establish the undertaking as an unincumbered
public property, the time for which the obligation should be
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guaranteed against repayment may be largely determined by
ordinary business considerations.

An analysis of the time element in public bonds emphasizes
what 'has been already suggested : that credit financiering is of

several sorts, and that the administration of a debt depends
primarily upon the purpose for which credit is employed.
The rule is as follows: temporary debts should be drawn
with a view to their quick payment, exigency debts with a

view to their subsequent conversion, and investment obliga-

tions with a view to their gradual expungement.
(c) The rate of interest named in a bond should be suffi-

ciently high to secure its placement at or near par. The
reason for this is bound up in the argument which favours

the payment of a public debt. It is doubtless true that, other

things being equal, a bond bearing a low rate of interest will,

for the same annuity, permit the government to realize a

higher amount of cash at the time of issue than a bond which
bears a higher rate of interest. The lender will bid relatively

higher for such a bond. Assuming for purposes of illustra-

tion that a hundred-dollar bond at five per cent will sell at

par, a hundred-dollar bond at three per cent ought, mathe-

matically calculated, to sell for $66.66^; but as a matter of

fact it will sell for something more, so that in reality the

government secures its money for something less than five per

cent. But is this immediate gain worth the ultimate loss ?

Assuming the debt to be paid at maturity, the government
will in the one case pay no more than it received ; in the

other case it will be forced to pay par for an obligation which

it originally soM at a discount. The contention, then, is that

a loan should be issued at par, and that a rate necessary to

float obligations at par should be freely ofifered. The truth

is that discount financiering is in large measure responsible

for the burden of perpetual debts now resting upon the world.

" This is the principal cause," says M. Leroy-Beaulieu, " for

the duration of public debts in Europe." *

82. The Conversion of a Public Debt.—By the conver-

sion of a public debt is meant a modification of any of the

* For a fuller discussion of this point, as for consideration of other

questions of form, the student is referred to my treatise on " Public

Debts."
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terms agreed upon at its issue. It may be assumed that the

government is at Hberty under the terms of the contract to

effect changes, and that the changes will be to its advantage.

Commonly the conversion of a debt contemplates the substi-

tution of a lower for a higher rate of interest, by which the

burden of a debt as measured by the annual payments which

it occasions are lightened, and such will be the only modi-
fication of the contract we shall here consider.

The process of conversion is simple and scarcely merits the

reputation granted the financiers who effect it. It consists

in the issue of a new debt in place of an old one, and, pro-

vided the financier has just regard to the conditions of the

money market, the holders of the old debt will in all proba-

bility exchange them freely for corresponding amounts of the

new issue. There is no need, as in the case of the creation of

new obligations, for the financier to consider the question of

ways and means wherewith to float a debt ; indeed, it is likely

that the operation will permit the reduction of taxes. Nor is

there any need for the financier to trouble himself about sus-

taining public credit, for the fact that conversion is possible

shows that public credit is high, and every step in the process

tends to raise it yet higher. We may, then, say that the merit

which attaches to conversion belongs to that successful ad-

ministration of the national finances by which public credit

was established and public bonds rendered attractive; and it

might be well for those who advocate repudiation in the in-

terest of the taxpayer to remember that in so far as their

advocacy is effective it not only increases the price which the

government must pay for money when it borrows, but it

causes the burden of a debt to continue longer than might
otherwise be the case. The reduction of interest through con-

version is the reward which comes from the scrupulous ap-

plication of commercial honesty to public affairs; the con-

tinuance of a higher rate of interest than the market rate after

the maturity of bonds is the penalty justly imposed upon a

people careless of their public credit.

The financial question involved in the conversion of a pub-

lic debt makes its appearance when one considers the relation

of conversion to ultimate payment. A large debt cannot be

paid at once. Not only would it be impossible for the govern-

ment to obtain adequate funds through taxation, but the let-
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ting loose of a large fund of capital looking for investment
might seriously embarrass commercial interests. A debt must
be extinguished gradually, whether one looks at the matter
from the point of view of the administration of taxes or from
the point of view of current commercial investments. It is

not always possible at the time a debt is created for the finan-

cier to hold in mind the necessities of judicious and easy
payment, but it is a serious criticism upon the financier who
funds a series of floating obligations or who converts a funded
debt that any reasonable policy of debt payment should there-

after be embarrassed by the terms of the contract in the newly
created obligations. The conversion of a debt should be re-

garded as an opportunity for bringing the debt under control

so far as ultimate payment is concerned. The funding scheme
of Alexander Hamilton and the refunding programme of Sec-
retary Sherman are alike open to criticism from this point of

view.*

Not only should the financier modify the terms of the debt

if need be so as to aid the possibility of ultimate payment, but
he is at liberty to avail himself of the process of conversion

to introduce changes designed to make the debt of use to

the community while it may last. A commercial nation is

in need of sound credits to be used as collateral security in

business transactions. Nothing serves better this purpose

than the bonds of a government financially strong ; and, while

no public interest should be sacrificed to this commercial de-

mand for available collateral, it is proper, other things being

equal, for the financier to draw the new bonds so as to serve

this purpose in the highest possible degree. This means that

as a preliminary step to the conversion of a public debt a

financier should study the commercial uses that may be made
of public bonds, and so diversify his ofifers as to enable the

debt naturally to come into that shape in which it will be of

the greatest benefit to the community while it lasts.

83. The Payment of a Public Debt.—Revenue from public

credit is not a final but ah anticipatory revenue. This means

that the nature of public credit involves the necessity of debt

payment, and we might in strict logic proceed at once to

consider the appropriate means of accomplishing this end.

As a matter of fact, however, the necessity of debt payment

* Cf. Adams, Public Debts, p. 226.
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is not universally conceded, and we shall, therefore, before

asking how a debt may be paid inquire why it should be paid.

(i) Why should a Public Debt be Paid ?—^The reasons for

the payment of public obligations may be the most efficiently

suggested by consulting the principal argument urged against

it. The burden of a debt, it is claimed, and rightly claimed,

does not depend alone upon the amount of indebtedness or

of the annuity which that indebtedness entails; it is equally

important to consider the resources of the indebted nation. The
debt rests upon resources, and relief from the burden of a debt

may be secured either by reducing the debt or by strengthen-

ing the resources. A weight constitutes a burden according

to the ratio it sustains to the strength of that which bears it;

what reason can be urged for exhausting the energy that

might go to the development of the nation's strength in re-

ducing the burden to be carried ? Such is the argument
against debt payment, and that it has done effective service

is shown by the vast amount of perpetual obligations which
now bear down upon the industries of all civilized states.

Respecting the claim that industrial development decreases

the burden of a debt there can be no doubt. The pressure

of England's debt, for example, in 1815 is computed as equi-

valent to nine per cent of her yearly income ; it is at the pre-

sent time between two and three per cent of that income, but

its reduction has not been effected so much by the expunge-

ment of obligations as by the growth of national wealth.

The actual result, so far as debt burden is concerned, is the

same as though two-thirds of the principal had been paid,

the amount of her wealth remaining stationary. Other in-

dustrial nations show similar results, but the recognition of

this necessary relation between the increase of resources and

the decrease in the weight of public obligations is not final

against the policy of debt payment; for if it can be shown
that the payment of the principal of a debt has no tendency

to retard the industrial development of a nation the argument

fails to be conclusive. As opposed to the idea from which

this reasoning must proceed I venture to place the following

proposition, which if maintained will furnish an incontrover-

tible argument in favour of the policy of debt payment.*

* This argument in favor of debt payment is taken from my treatise

on Public Debts, pp. 243-5.
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The payment of the principal of a debt tends neither to im-
poverish a nation nor to retard its material development; but,

on the other hand, the maintenance of the principal and the con-

stant payment of accruing interest tend to cripple the productive

capacity of any people.

The two parts of this proposition should receive separate

attention, and we are led first to inquire if the industries of

a country are injuriously affected by the process of payment.
It is admitted by all that somewhere in the course of deficit

financiering—either at the time the debt was established, or

during the period that it was carried, or at the date' of its

payment—a loss is sustained chargeable to the adoption of

the loan policy. Should one reason from the analogy of pri-

vate 'debts he will conclude that this burden is borne at the

time when the debt is paid, for when an individual debtor

clears himself from obligations he loses control over a certain

amount of free capital, and consequently lessens his impor-
tance as a member of industrial society. But such reasoning

cannot be applied to the State. The State is not an individual,

it has no life separate from the united lives of all citizens, and
it recognises no interest but the collective interest of society.

The State is the corporate representative of all citizens, credi-

tors as well as debtors, and is not at all interested in the pro-

prietary residence of capital, provided only it be judiciously

employed. Since, then, the payment of its own obligations

effects no more than a transfer of control over capital from

one set of men to another, it cannot be said that the industrial

development of the country is thereby obstructed.

The position here assumed may be easily understood if

one hold firmly in mind the nature of capital. Capital is the

subsistence fund, and he who controls it has it in his power

to direct labour. It is capital which the State wants when
it borrows money, and in borrowing capital it draws to its

own use that which, had it not been thus appropriated, might

have been applied to some productive industry under private

management. The obligations which the State creates against

itself are written in the language of money, because this is

the most convenient language known for the expression of

indebtedness ; but the State has no use for money except to

efifect the transfer to itself of control over existing capital.

Suppose a State to borrow a billion dollars ; it cannot be
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said that industrial society is thereby necessarily rendered

any the poorer. Capital is not destroyed by the borrowing.

Before the loan was filled the nation was the possessor of a cer-

tain amount of capital, distributed in a thousand funds under

the direction of a thousand wills ; after the loan the nation as a

whole holds the same amount of capital as before, the only

difiference being that control over it has passed to the State.

Whether or not this operation is industrially detrimental de-

pends upon the use to which the State puts the proceeds of

its loan. If this be consumed in the prosecution of a war the

nation is impoverished to the extent of the unproductive con-

sumption, since capital, in the form of bacon, flour, clothes,

implements, mules, and the like, has been destroyed. We
may, then, conclude that the injury sustained on account of a

loan for war purposes is sustained at the time the loan was
contracted, and is due to the fact that the State has caused

a certain amount of capital to disappear without hope of re-

covery.

Let us now turn to the process of payment. The obliga-

tions which the State has created against itself call for the

payment of a certain amount of money. The money which
it obtains by means of taxation is held for a moment, then

transferred to the public creditors, and in this manner the

State is freed from its indebtedness. It would, of course,

be incorrect to say that this transfer of money from

one set of citizens to another does not in the least disturb

capital, but it may be rightly claimed that it does not destroy

capital. Before the payment one set of individuals controlled

the subsistence fund of the country to the extent of the pay-

ment; after the extinction of the debt ownership rests with

another set of individuals. The government is freed from the

necessity of providing an annual sum in the form of interest,

and, measured by the amount of capital in the country, the

nation is in no wise impoverished. There is the same amount
of food for the subsistence of labourers, and the same amount
of raw stuffs upon which to set them at work. If the new
masters of capital are as enterprising as the old the nation

loses nothing by the payment of its debt. This is the explana-

tion, and in the explanation lies the defence of the proposition

that the payment of a public debt does not necessarily im-

poverish a nation. The injury to industrial society is worked
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by the destruction of capital at the time the loan was created

;

the labour required to create again the capital thus destroyed
constitutes the burden imposed upon the nation ; the payment
of the principal of the debt is at most but a readjustment of

ownership in existing capital. It is a fallacy to argue that

the expungement of public obligations destroys capital.

But how is a people impoverished by the maintenance of

the principal of a debt ? In so far as bondholders live from
the proceeds of their bonds they form a class not immediately
interested in current industries. At some time in the past

they may have furnished the government with large sums of

capital, thus averting the inconvenience of excessive taxation

or of a sudden change in rates ; and in return for this service

they received from the government the promise of an annuity

until an equivalent of the original capital should be returned.

Such persons are guaranteed a living without labour.

There is but one way in which the government may escape

the necessity of supporting in idleness this class, and that is

by paying its members their respective claims. The bond-
holders would in this manner be deprived of their secured

annuity, but they would in its stead hold a sum of free capital

;

and if they now wish to continue in the enjoyment of an in-

come from their property they must apply their funds to some
productive purpose. In this manner the country gains by
bringing to bear upon industrial afifairs the interested atten-

tion of those who formerly were secured a living from the pro-

ceeds of public taxes. For another reason also is the payment
of a debt advantageous. No people can long retain that

hopefulness so essential to the vigorous prosecution of indus-

tries if the past lays heavy claims upon the present. As a

rule they only should partake of current product who are in

some way connected with current production. Carelessness and

jealousy are not characteristics of efiScient labour, but they are

sentiments naturally engendered by the payment of taxes for

the support of a favoured class. It is the permanency of this

payment, rather than its amount, which exerts a depressing

influence upon labour, and its extinction is a first step toward

the establishment of confidence and contentment. It is for

such reasons as these that we conclude that the policy of debt

payment vigorously prosecuted will assist rather than retard

industrial development.
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(2) How should a Public Debt be Paid ?—Accepting the

policy of debt payment, by what means should it be carried

through ? For many years this question was so befoggejd

by the intricacies of sinking-fund accounts as to mislead both

financiers and the public. We shall not endeavour to follow

the bibliography on this subject, but content ourselves, as

when we considered the conversion of public debts, with a few

definite statements respecting debt payment.

(a) It is not necessary at the time of creating a debt to

include in the contract the terms of the payment, but, on the

contrary, the law which authorizes the treasurer to borrow

money and the law which authorizes him to repay the money
borrowed should be separate and distinct acts of the legisla-

ture. The reasons for this are that public credit, in which

a government is most vitally interested at the time of creating

a debt, is not strengthened, but rather it is weakened, by the

fact that the government binds itself to repayment. He who
invests in the obligations of a strong State prefers an obliga-

tion that runs in perpetuity, and any promise looking to its

payment will, other things being equal, tend to depress the

price he is willing to pay. From another point of view also

is a clause contracting repayment out of place in a law which
creates a debt, for if it be conformed to it may necessitate

that money be borrowed at high rates to pay an outstanding

obligation at low rates. This is conversion inverted, and is

absurd as a financial procedure. The result under such con-

ditions is that as a matter of fact a government will disregard

that part of the contract which calls for payment until the ne-

cessity of creating new debts shall have passed away. If,

then, credit is depressed by a formal promise of repayment,

and if the promise will be disregarded except under conditions

when it is wise to pay the debt, is it not reasonable that the law

which creates the debt should drop all consideration of repay-

ment ?

A positive reason also may be urged for separate legis-

lation in the two cases. It is not possible at the time a debt

is created,, except in the case of a temporary debt or indus-

trial loan, to forecast with any certainty the date at which
or the conditions under which it may be wise to undertake

repayment. It is much better for a present legislature to put

confidence in the legislatures of the future. They will in all
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probability be as wise and as patriotic, and, inasmuch as they
stand nearer the transaction contemplated, it may be assumed
that they will adjust the conditions, of payment more perfectly

to the requirements of the time. The law creating a debt
should confine itself to the definition of those terms upon
which public credit depends, and not undertake to forecast

a policy that may in the exigencies of financiering lie a
quarter of a century in the future.

(&) A law designed to extinguish a debt should provide

for the application of a clear income to the payment of the

principal, and should not be encumbered with sinking-fund

calculations. The reasoning upon this point is in one respect

the same as that upon the point just passed in review, for

the chief argument against sinking-funds is that a govern-

ment should not be placed under the necessity of borrow-
ing money to meet its promise of debt expungement. The
theory of a sinking-fund, if theory it may be said to have,

is simple. Assuming that a government enjoys an income

equal to the interest on an existing debt, and a slight surplus,

let us say equal to one per cent of the debt, which may also

be assigned to the debt service, it is evident the debt is in

a condition of gradual extinction. One per cent of the prin-

cipal is paid the first year, and the interest payment for the

second year is correspondingly reduced. During the second

year not only can the one-per-cent clear income be used

to further reduce the principal, but the saving of interest

upon the purchase of the first year may also be used for that

purpose, so that at the end of the second year the principal

of the debt would stand as something between ninety-seven

and ninety-eight per cent of its original amount. In other

words, the government buys a portion of its own debt, pays

to itself the interest accruing upon that portion, and employs

this amount for the purchase of more principal. Two things

are evident : first, so long as the appropriation originally as-

signed to the service of the debt is kept up the process of debt

payment continues, and second, the ralte of payment conforms

to the rule of compound interest.

If this idea of compound interest be firmly grasped the

student can understand the form of argument urged by the

advocates of a sinking-fund. It is wise, so said these mathe-

matical experts, to borrow money at six per cent in order to
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continue the purchase of five-per-cent bonds, because the

former reprfesents an operation in simple interest, while the

latter represents an operation in compound interest. The
error of this 'statemnt does not lie in its mathematics, but

in the assumption that the purchase by a government of its

own obligations is a productive investment. The argument
overlooks the fact that whatever the government pays for the

support of the debt, whether it goes through the sinking-fund

or not, comes from taxes, and it is bad financiering to take six

dollars out of taxes to pay the interest on one hundred dollars

of new debt in order to pay off one hundred dollars of debt

which demands an interest payment of five dollars only. The
principal of the debt is not changed by the operation, while

the burden of the debt is increased. So long as one holds in

mind the total of the debt and the total of the amount assigned

each year to the service of the debt he will not be misled

by sinking-fund calculations. The theory assumes the sink-

ing-fund to be productive, whereas it is not productive. It

is not a productive process to pass money from one account

to another when both accounts belong to the same person.*

An apparent exception to this sweeping condemnation of

sinking-funds may be made in favour of local financiering

and industrial loans. A local government is but a small frag-

ment of the nation. It is a corporation among corporations,

and it may occur that taxes which it has imposed for the ex-

tinction of its obligations cannot be judiciously used on ac-

count of the high market price of its bonds. This being the

case, it would probably be wise, rather than remit the taxes

or divert them to some other use, to invest their proceeds

in some form of commercial paper. This investment would
undoubtedly be called a sinking-fund, but it would differ from
the sinking-fund of the sort we have considered in that the

investment constitutes a source of income to the local govern-

ment independent of taxes. It is true the taxes must be

maintained to pay the interest on its own outstanding obliga-

tions, so that so far as income and expenditure are concerned

there may be neither gain nor loss ; the gain from the trans-

action becomes apparent when, the bonds of the local govern-

ment having matured, and their price on that account having

been brought down to par, the property in the investment

* Cf. Dr. E. A Ross's monograph oa Sinking Fundi.
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fund can be sold and the proceeds of the sale applied to the

extinction of the local debt. The advantage of such a pro-

cedure is that a local government can continue the application

of a free income to the reduction of its debt, and at the same
time obviate the necessity of paying a premium on unmatured
bonds.

The case of industrial loans is yet simpler. Each indus-

trial loan represents a specific investment, and probably an

investment subject ta deterioration through use. We have

already considered the time for which such loans should run,

and it may be wise, as a precaution against their non-payment

by the time the investment is worn out, to establish a sinking-

fund in connection with the loan.

Our conclusion, then, is as follows : Nothing pays a debt

except clear income, and the interest which accrues to a

government through the purchase of its own bonds does not

constitute such an income. In order to continue a policy of

debt payment, and at the same time obviate the purchase of

bonds at a premium, however, it may be wise for local govern-

ments to make a temporary investment of the money assigned

to debt payment in interest-bearing paper other than its owii

bonds. For industrial loans, also, the fact that the speciali-

zation of investments is essential to sound administration war-

rants the use of sinking-funds.

(c) The third observation respecting the policy of debt

payment is that it is better to provide for the expungement

of a debt by operating upon the principal than by converting

the principal into a series of terminable annuities. By an an-

nuity is meant a specified annual payment; a terminable

annuity is a payment that terminates at a specific date. It is

not an unusual practice to convert a bond into an annuity to

run for a series of years, and by this means to provide for the

payment of a debt. Suppose, for example, that an hundred-

dollar bond bear six per cent interest : the annuity will then

be six dollars. Suppose the government offer to receive this

bond which runs in perpetuity in exchange for a simple

promise to pay eight dollars a year for twenty-three years:

at the expiration of the period the debt will be extinguished.

The application of two dollars a year to the payment of the

principal, increased by the interest accruing on the principal

paid, will have extinguished the debt.
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The argument against terminable annuities is the same as

the argument against the sinking-fund. Indeed, a terminable

annuity is a sinking-fund that cannot be alienated from its

purpose, because the payment is a part of the contract and
so interwoven with the interest accrual that it cannot be

separated. The interest and the payment are lumped together

in the contract. It is thus evident thit annuities realize in

practice the error that sinking-funds imply in theory, namely,

the inviolability of a payment upon a specific portion of a

debt, even though the government may find itself in a situation

where it must borrow new funds at a higher rate of interest.

This by no means exhausts the discussion upon terminable

annuities as a means of debt payment, but it at least indicates

their financial character and suggests the point of view from

which that discussion should proceed. It may be laid down
as a principle that the policy of debt payment for a govern-

ment exposed to fiscal exigencies should be at all times under
absolute control; this is not contemplated by the theory of

sinking-funds, it is not possible under the practice of termi-

nable annuities.

(rf) It may perhaps be added as a final observation that

the policy of debt payment should be formulated at the time

the debt is thrown into its definite shape, which means that

both the funding of floating obligations and the process of

conversion, which inevitably follow the creation of a debt

under the stress of an exigency, should be so carried through

as to bring the debt into shape for orderly and uniform pay-

ment. There is no other single act in connection with this

branch of financiering that calls for so high a grade of busi-

ness judgment. This, however, has been suggested in con-

nection with the analysis of the process of conversion.
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charter of first and second U.
S., 214 and note, 215 ; of Japan,
225 and note; as an object of

taxation, 452, 463-4 ; taxes on
checks of, 474.

Bastable, on relation of govern-
mental to domestic budget, 29,
note; on military and naval ex-
penditure, 40, note; criticism of
Public Finance of, 287; on single
taxation, 428.

Bavaria, expenditure for educa-
tion, 99; forestry in, 243, 245.

Belgium, local expenditure in, 98 ;

date of fiscal year in, 133.

Bentham, on the development of
wants, 38.

Bismarck, on control of the army,
160.

Bond, difference between govern-
ment and private, 518-20 ; con-
trasted with annuity in govern-
ment policy, 551.

" Book of Estimates," 123, 125,

129 ; method of compilation of,

144 ; classification of expendi-
tures in, 165.

Borrowing, public, see Public
Credit and Public Loans.

Brazil, use of postal facilities in,

266.

Budgetary Committee, proposed
creation of, in U. S., 172-77.

Budgets, 21, 23; general concep-
tion respecting, 103-16; meaning
of the word, 104-5; relation to

constitutional government, 106-

16; their preparation, 117-44

;

who should prepiare, 177-32; how
prepared in England, Germany,
and U. S., 119-32; date of the fis-

cal year, 132-6; rules for makirtg
estimates, 136-4I; form of state-

ment of, 141-4; passage of; to a
vote, 145-77 ; organization of
legislature for study of, 146-53 ;

shall all moneys be voted annu-

565
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ally in, 153-62 ; form of voting
the, 162-6; reform of the Ameri-
can system of, 166-77 ; discre-

pancies between estimated and
executed, 178-gi ; interests in-

volved in respect to discrepan-
cies in, 180-1 ; supplemental,
18 1-3; bills to cover deficiencies

in, 183-5; administrative appro-
priations to cover deficits in,

185-91 ; financial organization
and administration, 192-218.

Bullion reserve, 218.

Bureau, of engraving and print-

ing, 194 ; of the mint, 194 ; of
statistics, 195.

Business tax, analysis of, 377-85 ;

should be chief reliance of reve-
nue system, 386 ; incidence of,

389-98 ; in Prussia, 481-2.

Cabinet government, as related to
budgetary legislation, 170-1.

Canada, date of fiscal year in, 133;
use of postal facilities in, 266.

Chamber of Deputies, organized
for budgetary study, 148-50.

Chancellor, Imperial, position of,

in Germany, 121.

Chancellor of the Exchequer,
power over budgets, 120; budget
speech of, 147.

Chase, Secretary, on financial

management of the war of 1861,

537-9-
Chile, use of postal facilities in,

266.

Civil list, origin of, in England,
156; in France, 157.

Coast and Geodetic Survey, 197.

Coerced service, defence of, 18-20;

in Germany, 19; "road tax,"

20; jury system in U. S., 20.

Cohn, on income, 335 ; on propor-
tional taxation, 339-40; on single
taxation, 427-8.

Coinage, a government industry,
262-3.

Colton, Dr., on the independent
treasury, 217.

Commissions, necessity for, 74-5.

Committee system, of legislation

in the U. S., 151-3.

Compensatory duties, 472-3.
Competitive principle, 6-7 ; com-
pared with government control,

76, 77, 229-32.

Comptroller of the currency, 195,
196 ; of the treasury, 155, 197,

198.
" Consolidated Fund," in England,

156; in France, 157, 190.

Conversion, of public debt, 553-5.
Cooley, Thomas M., on the taxing
power, 305 ; on apportionment,
328.

Corporation tax, justification of,

374-5, 441-2; characterization of,

381-3; selection of taxable indus-
tries under, 449-53; property as
basis of assessment, 454-7; vol-

ume of business as basis of as-

sessment, 457-8 ; earnings as
basis of assessment, 458-63 ;

special cases of assessment, 463-
4; rate of the, 464-6; as source
of revenue for state govern-
ments, 500-2.

Court of Claims, 199, 200.

Creasy, on constitutional govern-
ment, 107.

Currency, amount in U. S., 212;
history of, in U. S., 216, 217 ;

issuance of, a. function of gov-
ernment, 263.

Customs, proceeds from, indeter-
minate, 134; on tea and sugar in

England, 156, 160; commissioner
of, 195, 196 ; in 1789, 233 ; on
lumber in U. S., 246, note; char-
acterization of, 384-5; choice of
articles for duty, 467-73; history
of, in England, 467-8; justice of,

475-6; their control by Congress,

494; for protection, see Protect-
ive Duties.

Debts, public, see Public Credit
and Public Loans.

Deficiency bills, 183-5, 190.

Deficits, loans to cover, 527-9; con-
trasted with surplus financier-

ing, 528.

Degressive taxation, illustration

of, 338.
Denmark,date of fiscal year in, 133.

De Tocqueville, on popular con-
trol over finance, 109, note.

Direct taxation, discussion of, in

U. S., 498-9.
Double taxation, policy of legisla-

tion concerning, 233 ; arising

from diffusion of business, 315 ;

system for avoiding, 386, 511-12.
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Dunbar, C. F., on the Bank of
France, 213.

Earnings, as proper basis of cor-
poration tax, 458-63.

Economics, relation to finance, 1-3.

Education, position of the state
concerning, 30; expenditure for,

70-2, 99, 100; public vs. private,
71-2, 276; appropriation of land
for, by government in U. S.,

257-8
;

principle of apportion-
ment of taxes for, 327.

Ely, Richard T., on general prop-
erty tax, 438.

Eminent domain, 15.

England, military system in, 19

;

military and naval expenditure
in, 40; conception of public ex-
penditure in, 49-52; statistics of

expenditure in, 89, 93 ;
percent-

age of national and local ex-
penditure in, 97; basis of budget
right in, 106-8, 109 ;

preparation
of the budget in, H9-20; date of
fiscal year in, 133, 135 ; organi-
zation of Parliament for study
of budgets, 146-8

;
practice re-

garding permanent appropria-
tions in, 156; early practice re-

garding budgetary vote, 164

;

means of avoiding riders in fi-

nancial legislation, 166 ; execu-
tive appropriations in, 188 ; in-

definite appropriations in, 191 ;

treasury department in, 194 ;

system of accounting compared
with French, 202-6, 208, 209

;

method of keeping public moneys
in, 212-14; forestry in, 245 ; use
of postal facilities in, 266; policy

regarding tobacco in, 271; history

of customs duties in, 467-8; in-

come tax in, 477-80, 484, 485, 486;
pressure of public debt in, SS^-

Equalization, board of, 446-7.

Estimates, rules for making finan-

cial, 136-41.

Excise, see Internal Revenue.
Expenditure, ratio of local to cen-

tral, in U. S. and France, 13, 34,

35; national and local compared
in theory, 43-6, 49, note; increase

in national. 45; easier to esti-

mate than income, 134-5 ; classi-

fied in the budget, 142-4 ; see

Public Expenditure.

Expropriation, classification of
revenue from, 228.

Factory Acts, 74.
Fees, different ways of regarding,

34; payments for commercial
function of government, 63-64,
67; classification of, 225-6.

Fessenden, Secretary of the Treas-
ury, patriotic loan secured by,
548.

Feudalism, character of govern-
ment, g; revenues under, 10;
service under, 15; taxation un-
der, 362.

Finance, science of, see Science
of Finance.

Financial administration, 21, 23,
192-218; theory of public ac-
counting, 201-11; accounting by
accruals compared with cash
method, Z02-11; keeping of pub-
lic moneys, 211-18.

Financial organization, 21, 24, 192-
218.

Financial system, should conform
to political ideas, 8-11; to politi-

cal structure, 11-14; history of,

in U. S., 11-12; history of, in

Germany, 12-13.

Fiscal axioms, 3-14.
Fiscal year, date of, 132-6.

Fishing, as a government indus-
try, 236, 237.

Flaix, M. de, on classification of
States, 88, 91.

Foreign affairs, expenditure for, in

U. S., 100; committee on, in

House of Representatives, 127.

Forestry, as a government indus-
try, 31, 64, 221, 242-6, 283; pol-

icy of European states concern-
ing, 243-5.

France, ratio of central to local

expenditure in, 13, 34, 35; pen-
sion system in, 35: statistics of
expenditure in, 89, 93, 94; ex-
penditure for education, 99; ba-
sis of budget right in, 108, no;
date of fiscal year in, 133, 135;
method of making financial esti-

mates in, 139-41; legislatiye or-

ganization for budgetary study,

148-50; practice regarding per-
manent appropriations in, 156-7;'

method of voting the budget in,

163; methods of covering, bud-
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getary deficiencies in, 187-8, 189:

system of accounting compared
with English, 202-6, 208, 209;
method of keeping public moneys
in, 213, 214; policy regarding
agricultural lands in, 241; for-

estry in, 243-4; use of postal

facilities in, z66.

Franchise tax, characterization of,

379-81.

Gallatin, Albert, 114.

Gamier, on progressive taxation,

33Q, 34°-

Geffcken.on public expenditure, 52.

Germany, history of fiscal system
in, 12-13; military organization
of, 19; pension payments in, 35-;

military and tiaval expenditures
in, 40; conception of public ex-
penditure in, 52-3; railways in,

66; statistics of expenditure in,

89; basis of budget right in,

110-13; date of fiscal year in,

133; practice regarding perma-
nent appropriations in, 160-1;

treasury department in, 193-4;
method bf keeping public mon-
eys ill, 213, 214; use of postal
facilities in, 266.

Giffin, Robert, on growth of prop-
erty in France, 93.

Gladstone, on the income tax, 486.

Gold reserve, 217.

Gothenburg system of liquor traf-

fic, 264.

Government, ' modern compared
with feudal, 10, 14; proprietary,

9-10; necessity for, 39; protec-

tive functions of, 55-61; com-
mercial functions of, 61—3; de-
velopmental functions of, 68-79;
reasons for preparation of bud-
get by, 118, 119.

Gratuities, classification of, 223,

224.

Gratuitous service, in Switzerland,
t6; in England, 16, 18; motives
of, 16, 17; inconsistent with effi-

ciency and equity, 16-18.

Hamilton, Alexander, on the pub-
lic lands, iit\ funding scheme
of, 555.'

Hanover, forestry in, 243.

Health, expenditure iot, in U. S.,

100.

Herrfurth, on Prussian expendi-
tures, 98.

Hock, von, on revenue and popu-
lar government, 44-5; on the
services of the state, 326.

Homestead Act, 257.

Incidence of taxation, 388-98.

Income, classification in the bud-
get, 142-4; general characteriza-

tion of, 332-5; relation of, to

property, 335-7; from service,

357-8; from property, 358-60;
of property, 360-1; as basis of
property classification, 366-77;
taxes may increase, 401-2.

Income tax, can be accurately es-

timated, 134; in England, 156,

160; discussion of, 356-61; prop-
er limit of, 386; incidence of,

398; in England,477-8o, 484, 485,

486; principle of self-assessment
in, 482-3; should be limited to

personal incomes, 484-8.
Indemnities, classification of, 224,

225; French, paid to Germany,
224, 548; Chinese, 224, 225.

Independent treasury, history and
criticism of; in U. S., 214-18.

Indian affairs, expenditure for, in

the IT; S., 100; committee on, in

House, 127.

Indirect taxes, see Customs and
Internal Revenue.

Industrial development, relation
to public expenditures, 37-
40.

Inheritance tax, characterization
of, 360-1; a source of state

revenue, 504-5.
Insane Asylums, a protective func-

tion of the state, 60.

Internal Revenue,- proceeds inde-
terminate, T34; commissioner of,

in U. S., 19s, 196; examples of,

in U. S., 234; classification of
taxes, 383-4; considered as a
single tax, 423-5; choice of arti-

cles for duty, 473-6; justice of,

475-6; as a federal tax, 496-8; in'

time of war, 541.

Interstate commerce, commission
on, 77; appropriation for com-
mission, 162; control of, by Con-
gress, 494-6; separation of , from
state commerce, 506-10.

Investigation, public expenditure
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for, 76-9; tendency of Azpendi-
ture for, 81.

Irrigation, as a government indus-
try, 64, 246-7, 283; classified in
the budget, 142-4.

Italy, expenditure for protection
in, 32; military and naval ex-
penditure, 40; statistics of ex-
penditure in, 89, gi; expenditure
for education, gg; forestry in,

245; use of postal facilities in,

266; taxation of movable prop-
erty in, 485-6.

Jackson, Andrew, 215.

Judiciary, cost of, cannot be ascer-
tained, 34; expenditure for, in
U. S.,ioo; appropriation for,i62.

Jury system, in U. S., 20.

usti, on military expenditure, 84;
oil tax exemptions, 333.

Kamtralwissenschafti 5,

Kaufmann, on public expenditure,
52; on the tobacco monopoly,
270.

Labor, state's control over, 15.

Land, amount needed by modern
state, 15; manner of securing, by
government, 15; demand for, re-

ducible to money demand, 14-

151 government revenue from',

239-54; government cultivation
of, 240-7; government as land-
lord, 247-54; policy of the U. S.

rtgjarding, 255-60.
Land tax, only proper forra -of
property tax; 386; incidence of,

391-3; as sole source of revenue
for rural governments, 502—3.

Legal-tender notes, a forced loan,

548-50.
Leroy-Beaulieu, on the right' of
voting taxes, 163; on public' ag-
riculture, 241 and note; on pro-
gressive taxation, 351; on deficit

financiering, 553.
Levi, 287.
License 'tax, dn peddlers, 310; gen-

eral discussion of, 378-9;
Life-saving service, ^97.'

Lighthouse establishment, 196.

Liquor, iAanlifacture and sale of,

by governiiient, 264.

List, Fried rich, theory of protec-

tion, 415-16.

Loans, public, see Public Loans.
Local expenditure, compared with

national in theory, 43-6, 49,
note; growth of, 96-g.

' Lottery, as a revenue producer,
' 273.

McCuUoch, 21, 887; on taxation,
401-2, 403.

Malthus, 288.

Manchester, policy of municipal
ownership in, explained, 43.

Mexico, statistics of texpenditure
in, 8g; date of fiscal year in, 133.

Military affairs, committee on, in
House, 127.

Military expenditures, 56-7; in Eu-
rope, 40-1, 84; explanation of
growth of, 41; in Victoria, 41: in

U. S., 41, loo; in Prussia, 84; in
Trance, 84; how voted in Ger-
many, 160.

Military system, in Germany, Eng-
land, and U. S., ig.

Mill, Jbhri Stuart, on taxation, 286
and note, 288; on progressive
taxation, 349.

Mining, as a government industry,
64. 237-g; as an object of taxa-
tion, 452-3, 464.

'

Mirabeau, 157. '

Monopolies, taxation of natural,

452-3, 464^ taxation of municipal,

453i 464; natural as so'urfce of
state revenue, 500-2; municipal,
as source of urban revenue,
503-4.

Montesquieu, on benefit theory of
taxation, 300.

Morrill education bill, 258!
Mortgage tax, 442-5.
Mulhall, statistics of public ez-

penditillre, 87.

National expenditure, increase in,

45; compared with local in the-
ory, 43-6, 4g, note.

Naval affairs, expenditure for, in
U. S., ioo; committee on, in
House, 127.

" Necessary" expenditure in Ger-
many, 112.

Norway, date of ^scal year in, 133.

'

' Optional " expenditure in Ger-
many, 113.
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Panic, commercial, of 1837, 215;
banking, of 1843, 215.

Parnell, Sir Henry, on financial

reform, 50-1.

Parieu, on proportional taxation,

339, 340.
Patrimony, of state not to be im-

paired, 4-5.
Pauperism, 60.

Penology, modern science of, 59.

Pensions, in Germany, 35; in

France, 35; in U. S., 35, 100; in

England, 156.

Permanent appropriations, discus-
sion of, 153-6.

Peru, use of postal facilities in,266.

Peto, 21, 287.

Police, atid court expenditure,
57-9; in U. S., 100.

Political corru'ption, 46.

Political environment, relation to

public expenditure, 40-2.

Political organization, relation to

public expenditure, 42^6.

Political principle, 6-7; of 'associa-

tion, 15.

Political remedy, 22.

Portugal, date of fiscal year in,

133-

Postal service, a government func-
tion, 63, 65; expenditure for, in

U. S., 100; committee on, in

House, 128; theory of, 222; sta-

tistics of use of, in various coun-
tries, 266; charges for, 279.

President, connection of, with
budget in U. S., 132, 167, 169-

70.

Prisons, modern policy in, 59; ex-
penditure for, in U. S,, 100.

Produit net, 334.
Profession tax, a source of local

revenue, 505.

Progressive taxation, character-
ization of, 339, 340; arguments
for and against,34i-53; absurdity
of socialistic position on, 344; re-

lation to " equality of sacrifice,"

345-8; relation to industrial de-

velopment, 348-52; applied to

corporations, 466.

Property tax, theory of general,
361-6; history of general, 361-5;

practical working of general,

366-77; theory of personal, 369-

71; practical w-orking of per-

sonal, 371-6; inequalities be-

tween persons in general, 436-8;
inequalities between real and
personal property in administra-
tion of, 438-45; statistics of real

and personal, 439-40; inequali-
ties of, as between several grades
of government, 445-9; as source
of urban revenue, 503.

Proportional taxation, character-
ization of, 337-8.

Proprietary government, 9-10.

Protection, expenditure for, 55-61;
against invasion, 56-7; to life

and property, 57-9; against so-

cial disease, 59-61; tendency of
expenditure for, 61, 79-81; sta-

tistics of expenditure for, in U.
S., 100.

Protective duties, legal defence of,

305-6; character of, in U. S., 410,

419; List's theory of, 415-16;
criticism of, in practice, 416-20;
contrasted with revenue duties,

469; relation of, to doctrine of
comparative cost, 471-2; for com-
pensation, 472-3.

Prussia, military expenditure in,

84 ; local expenditure in,

98; expenditure for education,

99; date of fiscal year in, 133;
policy regarding agricultural
lands, 241; forestry in, 244-5.

Public credit, 21, 220, 221; land as
security for, 252-3; source of an-
ticipatory revenue, 517; charac-
ter of a. government bond, 518—
20; industrial effects of borrow-
ing, 520-6; legitimate uses of,

527-33; in time of war, 534-42;
for investment, 542-6; adminis-
tration of, 547-64.

Public domain, 220, 221; revenue
from, 236-60; history of, in U. S.,

255-60.
Public expenditure, 21-4; nature

of> 25-36; point of view from
which to regard, 26-33; from the
individual point of view, 27-9;
compared with private, 30-2;
method of investigation of, 33-6;
relation of, to industrial develop-
ment, 37-40; and political envi-
ronment, 40-2; for military pur-
poses, 40-1 ; and political organ-
ization, 42-6; and social organ-
ization, 46-g; two rules of, 49-54;
English conception of, 49-52;
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German conception of, 52-3; re-

lation of, to classification of gov-
ernmental functions, 55-82; for
protection, 55-61; for service,
61-8; for education, 70-3; for
recreation, 73; for maintenance
of equitable business conditions,

73-6; for investigation, 76-g; for
public works, 79; facts concern-
ing, 83-102; prior to the 19th
century, 83-5; since 1830,85-92;
and wealth in U. S.,92-5; statis-

tics of, in U. S., 100; committee
on, in U. S., 200; extent of, in U.
S., 212; for the War of the Re-
bellion, 535.

Public industry, 220, 221; com-
pared with private, 229-32, 233,

244, 318; revenue from, 261-84;
choice of, for administration,
261-8 ; theory of charges for, 277-
84; loan policy in, 532-3.

Public loans, effect of, at normal
rates of interest, 521-2; effect of,

at high rates, 522-4; effect of
abnormally high rates, 524-6 ;

to cover deficits, 527-9; to meet
fiscal emergencies, 529-32; for
investment, 532-3, 542-6; in the
war of 1861, 537-40; distinction

between commercial and non-
commercial, 542-4; issue of, 547-

53; patriotic, 548; forced, 548-
50; element of time in, 551-3;
rate of interest on, 553; con-
version of, 553-5; reasons for

payment of, 556-9; manner of
payment of, 560-4.

Public revenue, 21; general con-
siderations respecting, 219-35;
classification of, 219-29; direct

and derivative compared, 220,

221-3; anticipatory, 220, 221;

marks of a good system of, 232-

5; from public domain, 236-60;

from mines, 237-9; from surface

lands, 239-54; from public in-

dustries, 261-84; of the differ-

ent grades of government in

U. S., 491-3; proposed assign-

ment of, for support of federal

government, 493-500; assign-

ment of, for support of state

and local governments, 500-6.

Public wants, nature of, 14-20;

reducible to a money demand,
14-16; emergence of , 38.

Public works, expenditure for, 79;
expenditure for, in U. S., 100;
amount expended cannot be esti-

mated, 135; increase in, 210.

Railways, industrial effects of, 45;
for government industry, 65, 66,

231, 263-4, 280-1; a new social

force, 86, 266; revenue from,
222; grant ot lands to, by U. S.

government, 258-9; value of, in

U. S., 260; municipal, 282; as
objects of taxation, 450-1; basis
of tax levy of, 454-5, 458-63;
income account of, 459; separa-
tion of state and interstate traf-

fic upon, 506-10.

Ran, 340.
Recreation, public expenditure

for, 73.

Register of the treasury, 195, 199.
Rental, of land by government to

individuals, 247-54.
Revenue, of Athens, 9; under
feudalism, 10; see Public Reve-
nue.

Ricardo, 288; on the function of a
bank, 465.

Rider, disapproval of the, 165-6,

177.
Rivers and harbors, expenditure

for, in U. S., 96, too; history of

committee on, 127; appropria-
tions for, 158.

Road tax, in U. S., 20.

Rogers, on tax exemptions, 333.
Roman state, compared with Swiss

federation, 8; revenue of, g.

Roumania, date of fiscal year in,

133-

Royer, Mile., defence of progres-

sive taxation, 343, 345.
Russia, military and naval expen-

diture in, 40; statistics of ex-

penditure in, 89, 90; forestry in.

245; use of postal facilities in,

266.

Sadi-Carnot, 139.

Salt monopoly, in Rome, 272; in

Prussia, 272.

Savings banks, workingmen's, 63.

Saxony, forestry in, 243, 245; salt.

industry in, 261.

Say, Leon, 140.

Science of finance, definition, i;

relation to economics, 1-3, 289;
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problems involved, 2; scope, 2-3;

general divisions of, 21-4; rela-

tion to form of government, 54,
note.

Secretary of the Treasury, duty in

respect to budgets, 122, 123, 124,

137-8, 167-76; general duties of,

194, 196, 198, 200.

Seligman, E. R. A., definition of
special assessment, 226; general
meaning of tax, 290-2; on pro-
gressive ta'xation, 339; on origin
of modern taxation, 363; on inte-

qualities in taxation of real and
personal property, 439-40; on
the income tax, 477.

Senior, 288.

Service, state's control over, 15;
undeMeudalism, 15; gratuitous,
16-18; demand for, reducible to
money demand, 17; coerced, 18-

20; of the state to the citizen,

61-5; tendency of expenditures
for, 65-^8, 81J

Shei^nah, John, definition of spe-
cific appropriation, 159; refund-
ing programme, 555.

Shifting and incidence of taxa-
tion, 388-98. '

"Single tax," relation to public
land owning, 253, 254 and note;
criticism' of, on land, 413-14,
426-7; on income, 422-3; excise,

423-5; Physiocratic conception
of, 425-6.

Sinking fund,' 561-3.
Smith, Adam, 288; on the Bank of

England, 212.

Smithsonian ' Institution, perma-
nent appropriation for, 158; es-

tablishment of, 224.

Social disease, expenditure for

protectioh gainst,' 59-61.

Social organization,' relation to

public expenditti're, 46-9.

Social relations, view of, as affect-

ing theory of expenditure, 46-9.

Spain, statistics of expenditure in,

89, 91 ; date of fiscal year in, 133;
poliby regarding agricultural

lands in, 241; use of postal fa-

(illitic;s'in,'266.

Special assessments, definition,

226; tendency of, 68; classifica-

tion of, 225, 226-7. '

Stanton, Secretary of War, 200.

State, patrimony of, 4-5; patri-

mony not to be impaired, 3-4;
political restraints to action of,

6-7; services of, to be rendered
at l6ast cost, 7; residence of
coercive power, 7; Roman, 8, 9;
revenues of, under feudalism,
10; land needed by, under mod-
ern government, 15; control over
service by, 15.

Stein, Lorenz von, conception of
public finance, 27, 28; on public
expenditure, 52.

Stringency, monetary, 212, 213.
Sub-treasury, see independent
Treasury.

Supervising architect, 195.
Supply, committee of, in England,

146, 147, 150, 166.

Supreme court, payment of judges
of, 158.

Surgeon general, 195.

Swiss federation, compared with
' Roman state, 8,

Tariff, see Customs,
Taxation, 21, 220, 222, 223, note;
burden of, 38; general consider-
ations respecting, 285-320; meth-
od of treatment by different
writers, 286-9; proposals for a
system of, in U. S., 489-516; its

place in war financiering, 540-^2;

double, proportional, degress!ve,
progressive, license, excise, cor-
poration, property, etc., ^ee
these words. '

Taxes, nature of, 289-93; lawyer's
definition of, 293-7; compared
with tribute, 2^4, note; purchase
theory of, 298-9, 324-7; benefit

or guid pro quo theory of, 2'9'9-

301, 327-8; cbntributory theory
of; 301-S, 328-32; power of levy-
ing and collecting with limita-

tions upon, 302-10; duty to pay,

J10-16; effect of foreign resi-

dence and diffusion df' business
upon collection of, 312-16; prin-
ciples of exemption, 316-20

;

principle of'apportionment, 32I-

53; source of, 332-7; classifica-

tion of, 354-6; shifting and ih-

ciderice of, 388-98;' incidence 'Of,

and the laws of price,' 389^'8;
effect of, on income, 461-^2; effect

of, on production, 402-4; effect

of, on profits, 404-6; effect of, on
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selling value, 406-7; relation to

occupation and investment, 407-
11; as a means of moral reform,
411-12; as a means of social re-
form, 412-14; single, as source
of revenue, 421-8; determination
of rate for direct, 429; determi-
nation of rate for indirect, 429-
34; organization for administer-
ing state and local, 510-16; pro-
portional, progressive, degres-
sive, property, corporation, in-

come, etc., see these words.
Thiers, on minister of finance, 129,

note; on benefit theory of taxa-
tion, 300.

Tobacco, monopoly of, in France,
229, 269-70; revenue from, in

England, 271; policy concern-
ing, in U. S., 271.

Transfer of credits, i88-go.

Transportation, assumed by gov-
ernment, 63, 274; appropriation
of lands for, by U. S. govern-
ment, 258-9; means of, object of
taxation, 450-1; see Railways.

Treasurer, of the U. S., 195, 198.

Treasury department, organiza-
tion of, in U. S., 193-201; in

Germany, 193-4; in England,
194.

Tree-claim Act, 257.
Turgot, land policy of, 237.

United States, history of fiscal

system in, 11-12; ratio of cen-
tral to local expenditure in, 13,

32; military system in, 19; pen-
sions in, 35; national expendi-
tures now and in 1787, 38; mili-

tary and naval expenditures in,

41; forestry and irrigation in,

64; statistics of expenditure, 89,

92, 97, loo-i; expenditure for
education, 99; basis of budget
right in, 113-16; preparation of

budget in, with criticisms, 121-

32; date of fiscal year in, 133,

13s; method of making financial

estimates in, 137-9; legislative

organization for budgetary study
in, 150-3; practice concerning
permanent appropriations in,

157-60; early practice regarding
budgetary vote, 164; reform of
budgetary system in, 166-77;
executive appropriations in, 188;
system of accounting in, 209;
210; independent treasury in,

214-18; revenue system in, 234-

5; policy concerning agricultural
lands in, 239; criticism of for-

estry policy in, 245-6; irrigation

policy in, 246-7; land policy of,

255-60; use of postal facilities

in, 266; policy regarding to-

bacco in, 271; power to levy and
collect taxes in, 304-10; tax ex-
emption in, 317-18; suggestions
for revenue system in, 489-516;
financial management of war of
1861 in, 537-40.

Universities, appropriation of land
for, by U. S. government, 258.

Victoria, military expenditures in,

41.

Villfele, 84.

Wagner, favours progressive taxa-
tion, 342, 344, 345-

Walker, Francis, on protection by
the state, 327; argument favour-
ing progressive taxation, 343.

Wants, public, see Public Wants.
War financiering, 534-42.
Ways and means, origin and his-

tory of committee on, 114, 125,

126, 131; duties of committee
concerning budgets, 135, 174;
committee of, in England, 147,

150; proposed changes in, in

U. S., 172.

Wilson, on methods of accounting,

204, 205, 209.

Wlirtemberg, date of fiscal year
in, 133; forestry in, 243, 345.
















